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INTRODUCTION 


lu this age of mass education accompanied with inadequate 
faciliiies in schools, impoverished family backgrounds particularly in 
case of first generation learners, increasing unemployment and the 
widening gap between the school and the society it is no w'onder that 
a study of predictors of student involvement in studies assumes special 
significance. Through this study the author has thrown valuable light 
on the socio-economic and psychological aspects of the problem. 
Some of the conclusions related to personality characteristics of 
students having greater involvement in studies like conscientiousness, 
self discipline, spontaneity, control, social preciseness and a high self 
concept need special attention. Does it not lead to the conclusion 
that besides emphasizing academic achievement the home, school and 
society should take special note of these psychological aspects related 
to student development and implement educational programmes 
involving conscious effort to develop these qualities among the 
adolescent and youth ? This aspect has acquired special importance 
in the present context of collapsing social and moral values. 

Dr. Bhatnagar has executed this study with all the rigour 
necessary for a scientific | investigation. It presents a good model to 
students pursuing research in education and psychology. The 
‘Involvement Inventory’ which she has developed in this study can 
be usefully used by other researchers working on similar problems. 
She has, no doubt, made a significant contribution to the body of 
knowledge in this extremely important, yet unexplored, area of human 
behaviour. 


Dr. R.G. MISRA 
Research Professor 
Centre for Policy Research 
New Delhi-21 



FOREWORD 


Psj'chologists in general and teachers, educational planners and 
administrators as well as parents in particular are greatly concerned 
about students’ involvement in studies. At every level of curriculum 
design, involvement of students in studies is taKen'note ofasacore 
of their motivation to learn. 

T his study has identified certain intrinsic and extrinsic variables 
of students’ involvement in studies. Personality factors, such as 
sociability, intelligence, ego-strength, adventurousness, self-control ; 
satisfaction of various needs as well as school subjects by themselves 
we predletors of fhe \o.vo\Nec\ewt. of etudeofs s.tudles.. The author 
has developed a Study Involvement Inventory, which intends to 
measure the involvement in form of a cumulative index, based on 
various need areas of the students. This Inventory is a pioneering 
attempt of the author. 

I hope, the work will be appreciated by psychologists and 
educationists as well as serve as a guide-line for developing various 
types of educational curricula. 


Dr. (Mrs.) Purnima Mathur 
Professor & Head, 

Department of Humanities 
and Social Sciences, 

Indian Institute of Technology, 
New Delhi-110016. 
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CHAPTER 


INTRODUCTION 


Pointing out the inadequacy of the S-R paradigm in explaining 
the complex human behaviour, Hebb (I960) states : 

“Unless psychologists were willing to move beyond seeking 
explanation of behaviour solely in terms of stimulus-response 
relationships— that is, unless they were willing to postulate an 
ideational process and to study such entities as the self, their 
contribution to the future understanding of complex human 
behaviour would be limited”. 

The missing ideational process is the motivation or cause of 
behaviour which according to Gordon (1963). 

“Serves two functions, it ^accounts for why behaviour occurs 
at all ; and it sustains behaviour until the motive is satisfied”. 

Two types of motivations have been identified by psychologists ; 
extrinsic and intrinsic. Only recently have psychologists directed 
much attention to the concept of intrinsic motivation. Koch (1956, 
1961) is one of the exponents to make strong assertions that motiva- 
tional theory needs to be revamped to give considerable imiportance 
to the notion of intrinsic motivation. He observes : 

“When a person engages in an intrinsically motivated activity 
he becomes fully absorbed in the activity and committed to it. 
He can tolerate substantive fatigue and suppress primary drives 
such as hunger”. 

This is involvement in the activity. According to Koch (1956) 
intrinsically motivated behaviour is highly organized, energized 
and motivated behaviour. 

Berlyne (1971) has concentrated on rewarding properties of 
drive (need) reduction, He has considered arousal to be a general 
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drive state and concludes that behaviour which reduces this would be 
reinforced. He has asserted that intrinsically motivated behaviours 
are ones which are aimed at establishing certain internal conditions 
that are rewarding for the individual. These conditions are bound 
up with the needs of the brain. 

Various needs have been put forth to account for the intrinsic 
behaviour. Though many psychologists have made ‘need’ basis to 
the system of psychology, Murray (1938) has been the first to present 
a taxonomy of needs. He conceptualizes a hypothetical force (need) 
within- the organism which may be responsible for a behavioural 
trend. 


Psychologists have not only realized the importance of perso- 
nality variables but they have long recognized the influence of 
environmental factors in the explanation of behaviour. Theorists 
have emphasized a variety of terms to describe the necessity of using 
both sets of concepts. Lewin (1951), for example, illustrates this dual 
focus in his statement thus ; 

Behaviour (B) is a function (F) of the person (P) and of his 
environment (E) or 


B==F (P, E) 

Although the person is surrounded by his psychological envi- 
ronment, he is not a part of or included in the environment. 
However, the boundary between the person and the environment is 
a permeable one. This means that environmental facts can influence 
the person. 


P=F (E) 

and personal facts can influence the environment, 

E=F (P). 

The principal facts of the inner personal region are called 
needs, while the facts of the psychological environment are called 
valences. 

Need as propounded by Lewin is a motivational concept and 
is equivalent to such terms as motive, wish, drive and urge. He states 
that an increase of tension or the release of energy in an inner-personal 
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region is caused by the arousal or'a need. A need may be a physio- 
logical condition such as hunger, thirst, or sex ; it may be a desire for 
something such as a job, or may be intention to do something such as 
completing a task or keeping an appointment, 

A valence, on the other hand, is a conceptual property of a 
region of the psychological environment. It is the value of that 
region for a person. There are two kinds of value, positive and 
negative. A region of positive value is one that contains a goal object 
which will reduce tension when the person enters the region. A region 
of negative valence is one that will increase tension. Positive valences 
attract, negative valences repel. 

Lewin’s (1935) theory is one of those that has helped to revive 
the concept of man as a complex energy field, motivated by psycho- 
logical forces, and behaving selectively and creatively. From his 
notions, the cognitive approach to motivation has emerged which 
places primary emphasis on a person’s thought processes. The person 
is conceived of as an information processing system. The cognitive 
approach assumes that the stimulus value of both internal and external 
events depends upon the meaning given by the individual who is 
actively engaged in their organization and interpretation. It emphasizes 
that cognitive processing is an important determinant of behaviour. 
This approach views humans as striving to satisfy their needs by setting 
goals and choosing behaviours that they believe will help them to 
achieve these goals (Levy, 1970). 

Weiner (1972) has proposed that a cognitive model of motivation 
would included (a) antecedent stimuli, (b) mediating cognitive events, 
and (c) behaviour. Lewin’s theory emphasizes primarily the link 
between the last two. The question of needs according to him would 
be included in antecedent stimuli of the model. Deci (1975), however, 
has stressed that a more complete cognitive theory would focus on the 
first, as well as on the other characteristics of the model to explain 
behaviour. 

The present study attempts to account for the determinants of 
the direction, magnitude, and persistence of behaviour in a very 
specific and limited but a very important domain of human 
behaviour, namely, involvement in studies, using Deci’s model of 
motivation. 



4 Predictors of Student Involvement in Studies 

An exhaustive review of researches throws no light on the nature 
of involvement in studies and its relationship with various personality 
and environmental factors. 

Tentatively, involvement in studies will be defined as a specific 
intrinsic motivational concept which is determined by the number and 
extent of individual’s needs satisfied through studies. It Is assumed 
that this sense of involvement is influenced by many factors, such as, 
various personality characteristics of the individual, socio-economic 
background and certain demographical characteristics, as well as 
scholastic achievement variables. 

The main objectives of the present investigation are : 

1. to study the relationship of involvement in studies with 
certain background variables, such as, sex, birth-order, caste, 
type of school, socio-economic status, and geographical 
location of school ; 

2. to establish the relationship of involvement in studies with 
the measures of intelligence, level of aspiration, social 
desirability, and certain personality variables, and scholastic 
achievement ; 

3. to find out the psychological traits of students having high, 
and low involvement in studies ; 

4. to determine the relative contribution of the independent 
variables in predicting the criterion variable, involvement 
in studies ; 

5. to develop a valid and reliable inventory for measuring 
student involvement in studies ; and 

6. to attempt to evolve a model of involvement in studies on 
the basis of the findings of this investigation. 



CHAPTER 

THEORETICAL ORIEHTATIQN 

Various explanations have been given to the question ‘why does 
an individual behave ?’ Psycho-analytic theorists have answered the 
question asserting that people’s behaviour is determined by a complex 
interaction between their unconscious drives and the environment. 
The behaviourists are concerned with the mechanistic associative links 
which develop between stimuli and responses through reinforcement 
of a response in the presence of a stimulus. Cognitive theorists, on 
the other hand, conceive of the person as an information processing 
system and his behaviour as decided by his perception and under- 
standing of events and his decision making. 

Some of the theories of general and intrinsic motivation, which 
is the cause of behaviour, are advanced by Murray (1938), Maslow 
(1943), Atkinson (1964), and Deci (1975). 

Theories of Homan Motivation 

Murray’s Personology 

The most distinctive feature of Murray’s theory (1938) is its 
highly differentiated and carefully specified treatment of human 
motivation. 

The focus of Murray’s personology is upon the individual in all 
his complexity. He has emphasized consistently the organic quality 
of behaviour, indicating that a single segment of behaviour is not 
to be understood in isolation from the rest of the functioning person. 

Murray is influenced by field orientation also. He has insisted 
that the environmental context of behaviour must be thoroughly 
understood and analyzed before an adequate account of individual 
behaviour is possible. He has not only emphasized the importance 
of environmental determinants but, more distinctly, he has developed 
an elaborate set of concepts designed to represent these forces. 
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Murray’s theory of motivation is based on certain concepts, the most 
important of which is the need concept which from the beginning has 
been the focus of his conceptual efforts. 

Need : Although the concept of need has been used by other 
psychologists none has subjected the concept to so careful an analysis 
nor provided such a complete taxonomy of needs as has Murray. 
According to Murray : 

“a need is a construct (a convenient fiction or hypothetical 

concept) which stands for a force in the brain region, 

a force which organizes perception, apperception, intellection, 
conation and action in such a way as to transform in a certain 
direction an existing, unsatisfying situation. A need is sometimes 

provoked directly by internal processes of a certain kind 

but, more frequently (when in a slate of readiness) by the 
occurrence of one of a few commonly effective press (environ- 
mental forces) Thus it manifests itself by leading the 

organism to search for or to avoid encountering or, when 

encountered, to attend and respond to certain kinds of press 

Each need is characteristically accompanied by a 

particular fediog c>r emotion and tends to use certain course of 

overt behaviour (or fantas}'), which changes the 

initiating circumstances in such a way as to bring about an end 
- situation which stills (appeases or satisfies) the organism” 
(Murray, 1938, pp. 123-124). , 

The definition clarifies that though an abstract or hypothetical 
construct, need is linked to underlying physiological processes in the 
brain. It is also conceived that needs are either internally aroused 
or set into action as a result of external stimulation. In either case 
the need i^roduces activity on the part of the organism and maintains 
this activity until the organism-environment situation has been altered 
so as to reduce the need; Murray states that the existence of a need 
can be inferred on the basis of : 

(i) ihe effect or end result of the behaviour : 

(ii) the particular pattern or mode of behaviour involved ; 

(iii) the selective attention and response to a particular class of 
a stimulus objects ; 

(iv) the expression of a particular emotion or affect ; and 
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(v) the expression of satisfaction when a particular eifectis 
achieved or disappointment when the effect is not achieved 
(1938, p. 124). 

Murray, following the intensive study of a small number of 
subjects, arrived at a tentative list of twenty needs. These twenty 
needs are briefly listed and defined as nnder (Hall and Lindzey, 
1970, pp. 176-177) : . 

n Abasement . To submit passively to external force. To 
accept injury, blame, criticism, punishment. 
To surrender. To become resigned to 
fate. To admit inferiority, error, wrong- 
doing, or defeat. To confess and atone. 
To blame, belittle, or mutilate the self. To 
seek and enjoy pain, punishment, illness, 
and misfortune. 

n Achievement To accomplish something diflacult. To 
master, manipulate, or organize physical 
objects, human beings, or ideas. To do 
this as rapidly and as independently as 
possible. To overcome obstacles and 
attain a'high standard. To excel oneself. 
To rival and surpass others. To increase 
self-regard by the successful exercise of 
talent. 

To draw near and enjoyablly cooperate or 
reciprocate with an allied other (another 
who resembles the subject or who likes the 
subject). To please and win affection of a 
cathected object. To adhere and remain 
loyal to a friend. 

t 

To overcome opposition forcefully. To 
fight. To revenge an injury. To attack, 
injure, kill another. To oppose forcefully 
or punish another. 

n Autonomy To get free, shake off restraint, break out 

of confinement. To resist coercion and 


n Affiliation 


n Aggression 
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resiriedou. To avoid or quit activities 
prescribed by domineering authorities. 
To be independent and free to act according 
to impulse. To be unattached, irrespon- 
sible, To defy convention. 

n Counteraction To master or make up for a failure by 
restriving. To obliterate a humiliation by 
resumed action. To overcome weaknesses, 
to repress fear. To efface a dishonor by 
action. To search for obstacles and 
difficulties to overcome. To maintain 
seif-respect and pride on a high level. 

u Defendence To defend the self against assault, criticism, 
and blame. To conceal or justify a misdeed, 
failure, or humiliation. To vindicate the 
ego. 

n Deference To admire and support a superior. To 

praise, honour, or eulogize. To yield 
eagerly to the influence of an allied other. 
To emulate an examplar. To conform to 
custom. 

n Dominance To control one’s human environment. To 
influence or direct the behaviour of others 
by suggestion, seduction, persuasion, or 
command. To dissuade, restrain, or 
prohibit. 

n Exhibition To make an impression. To be seen and 

heard. To excite, amaze, fascinate, enter- 
tain, shock, intrigue, amuse, or entice 
others. 

n Harmavoidance To avoid pain, pb3'sical injury, illness, and 
death. To escape from a dangerous situation. 
To take precautionary measures. 

n Infavoidance To avoid humiliation. To quit embarrassing 
situations or to avoid conditions which may 
lead to belittlement : the scorn, derision. 
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n Nurturance 

n Order 

n Play 

n Recognition * 

n Rejection 

n Sentience 
n Sex 

n Succorancc 


or indifference of others. To refrain from 
action because of the fear of failure. 

To give sympathy and gratify the needs of 
a helpless object : an infant or any object 
that is weak, disabled, tired, inexperienced, 
infirm, defeated, humiliated, lonely, dejected, 
sick, mentally confused. To assist an 
object in danger. To feed, help, support, 
console, protect, comfort, nurse, heal. 

To put things in order. To achieve 
cleanliness, arrangement, organization, 
balance, neatness, tidiness, and precision. 

To act for ‘fun’ without further purpose. 
To like to laugh and make jokes. To seek 
enjoyable relaxation of stress. To participate 
in games, sports, dancing, drinking parties, 
cards. 

To excite praise and commendation. To 
demand respect. To boast and exhibit 
one’s accomplishments. To seek distinc- 
tion, social prestige, honours or high 
oflSce. 

To separate oneself from a negatively 
cathected object. To exclude, abandon, 
exircl, or remain indifferent to an inferior 
object. To snub or jilt an object. 

To seek and enjoy sensuous impressions. 

To form and further an erotic relationship. 
To have sexual intercourse. 

To have one’s needs gratified by the 
sympathetic aid of an allied object. To be 
nursed, supported, sustained, surrounded, 
protected, loved, advised, guided, indulged 
forgiven, consoled. To remain close to 
a devoted protector. To always have a 
supporter. 
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n Understanding To ask or answer general questions. To be 
interested in theory. To speculate, formu- 
late, analyze, and generalize. 

*— This need is occasionally referred to but was not systemati- 
cally used in Murray’s study of 1 938. This need was, however, 
included under n — Exhibition. 

It is important to distinguish between different types of needs 
as conceptualized by Murray. There are primary and secondary 
needs. The primary needs are viscerogenic needs which are linked 
to characteristic organic events and typically refer to physical 
satisfaction like needs for air, water, food, etc. The secondar}^, ego 
or psychogenic needs are presumably derived from the primary needs 
and are not connected with any specific organic processes or physical 
satisfaction, like needs for acquistion, construction, achievement, 
recognition etc. 

Distinction has also been made between overt needs and covert 
needs, focal needs and diffuse needs, proactive needs and reactive 
needs. 

Murray accepts the fact that there exists a hierarchy of needs 
with certain tendencies taking precedence over others. The concept 
of prepotency is used to refer to needs which : 

“become regnant with the greatest urgency if they are not 

satisfied” (Murray, 1951, p. 452). 

,A minimal satisfaction of prepotent needs is necessary before other 
needs can operate. 

Multiplicity of needs is also emphasized in Murray’s theory. 
Under certain circumstances multiple needs may be gratified by a 
single course of action. In instances where the outcome of different 
needs is behaviourally the same, Murray speaks of fusion of needs. 

However, these personal motivators are intimately linked with 
events taki.ng place outside the individual and according to Murray 
these motivaifonal state of the individual and vhe operant environmental 
forces are so closely intertwined that it would be a serious distortion 
to separate them. 

Press : In Murray’s theory just as the concept of ‘need’ 
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represents the sginificant determinant of behaviour within the person 
so the^ concept of ‘press’ represents the effective or significant 
determinant of behaviour in the environment. 

It is important to distinguish between the significance of 
environmental objects as they are perceived or interpreted by the 
individual (beta press) and the properties of those environmental 
objects as they exist in realitj' or as objective enquiry discloses them 
(alpha press). The individual’s behaviour is most closely correlated 
with the beta press but it is nevertheless important to discover 
situations in which there is a wide discrepancy between the beta press 
to which the individual is reacting and the alpha press which actually 
exist. 


Murray accepts the proposition that man acts in such a way as 
to intend the increase of satisfaction and decrease of tenison. However 
this is only an intention or belief on the actor's part and it does not 
always turn out that the act, which he believes will reduce tension 
and lead to satisfaction, is successful in attaining this goal. Moreover, 
man is not motivated to increase satisfaction in general, it is always 
a specific tension relevant to a particular need which he is trying to 
reduce. Satisfaction is thus largely an outcome or result of need 
states and their behavioural consequences. As Murray suggests : 

“need then, is the fundamental variable, and degree of 
satisfaction the best indicator of its state of progress" (Murray 
and Kluckhohn, 1953, p. 18). 

Obuchow'ski (1964) has also emphasized the impertance of 
needs in the human life. He states that needs are personal traits 
that structure an individual’s life style and his creative expression. 



Ma‘>lo'v !ins also cmplinsizcd the idea of multiple determinants 
of behaviour. He says : 

"Not all behaviour is determined by the basic needs. Even not 
all behaviour is motivated. There are many determinants of 
behaviour other than motives. For instance, one other important 
class of determinants is the so called external field. Theoretically, 
at least behaviour may be determined completely by the external 
field or even by specific, isolated, external stimuli, as in asso- 
ciation of ideas, or certain conditioned reflexes. 

Secondly, we may call attention again to the concept of degree 
of closeness to the basic needs or degree of motivation. Some 
behaviour is highly motivated, other behavior is only weakly 
motivated. Some is not motivated at all (but all behaviour is 
determined)”. 

Theories of Intrinsic Motivation 

Theory of intrinsic Motivation propogate that intrinsically 
motivated activities are those for which there is no apparent reward 
except the activity itself. These activities are ends in themselves and 
not means to achieve some ends. Though widely accepted this 
definition could not convince many theorists. Berlyne (1971), for 
instance, points out that an activity cannot reinforce itself, but rather 
what it can do is to bring about certain internal consequences which 
the organism experiences as rew'arding. 

People engage in many activities which apparently do not yield 
any external rewards. The rewards for these activities are mediated 
within the individuals. They engage in the activities not because they 
lead them to external reward like money, praise, food, etc., but rather 
because they bring about certain kinds of internal states which they 
find rewarding. 

Recently, Koch (1956, 1961) was one of the first to make .strong 
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assertions that theories of intrinsic motivation should be given 
considerable importance. 

Though Woodworth (1918, 1958) was the first to develop a 
behavior-primacy theory with which he accounted for intrinsically 
motivated behaviour, his notion, that an activity, regardless of its 
initiating motive, could become intrinsically interesting, was given the 
name ‘Functional Autonomy’ by Allport (1937). 

After Allport many theories of intrinsic motivation were put 
forward by various authors, for instance, Hebb’s (1945, 1946) 
incongruity theory and Festinger’s (1957) cognitive dissonance theory. 
Hunt (1965) presented a theory which centred around the notion of 
an optimal level of psychological incongruity. This notion or a 
similar one, has also appeared in the work of McClelland, Atkinson, 
Clark and Lowell (1953) and Hebb (1955), etc. Most of the work 
which has developed from McClelland’s theory deals with achievement 
motivation (McClelland, 1961 ; Atkinson and Feather ; 1966), 
which is within the category of intrinsic motivation (Homer, 1971). 

Hunt (1963, 1965) incorporated the notions of optimal discre- 
pancy into a general theory of intrinsic motivation. He regarded the 
human as an information processing system and asserted that intrinsic 
motivation is inherent in information processing and action. In 
outlining his theory of intrinsic motivation. Hunt (1965) enumerated 
and provided answers to several critical motivational questions. This 
assumption is shared almost by all the cognitive perceptual conceptions 
of personality. 

Rogers (1951) also argues for the need to see the world through 
the client’s eyes, for adopting the client’s internal frame of reference 
and for empathic understanding. 

White’s (1959) concept of competence rejects drive reduction 
theory and attaches great importance to a person’s interaction with 
his environment. Competence refers to one’s ability or capacity to 
deal effectively with surroundings. This concept encompasses such 
things as exploration, manipulation, attention, perception, thought 
and communication, since all these activities are necessary for acting 
effectively on one’s environment. However, concept is a motivational 
one, that is, white (1959) posits a competence motivation or effectance 
motivation which is what directs exploration, manipulation, attention, 
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etc. The behaviours lhal lead lo cfTccdvc nianipulaling, for example, 
arc selective, persistent, and directed. They are not random ; they 
are motivated by the intrinsic need lo deal cfTectivcly with the en- 
vironment. Effcctance motivation causes behaviours which allow a 
person to have feelings of cfhcacy. Therefore, he is intrinsically 
motivated by cncctancc motivation to engage in behaviours which 
allow him to feel having competence or efficacy. 

Atkinson’s Theory 

Atkinson (1957, 1964) has specified a mathematical relationship 
between what he considers to be the various determinants of achieve- 
ment behaviour. Achievement motivation is a special case of intrinsic 
motivation, that is, achievement motivation differentiates out of the 
basic motivational propensitj' of needing to feel competent and self 
determining in relation to the environment. Hence with Atkinson’s 
model one can make precise predictions about certain kinds of 
intrinsically motivated behaviours. 

The theory asserts that the tendency to approach (or avoid) an 
achievement-related situation is the resultant tendency to approach 
success and to avoid failure. The motive for success (Ms) is simply 
one’s need for achievement, that is, one’s need to match some standard 
of excellence. Probability of success (Ps) is one’s expectancy of 
achieving the goal. As Atkinson (1964) pointed out, this concept 
derives from Tolman’s notion of expectancy of goals. 

A person’s expectation about reaching a goal through a given 
behaviour will be based on his experience in similar situations in the 
past. Probability of success, of course, relates to both a person’s 
ability and the difficulty of the task, so Atkinson’s model has 
considered factors related to the person and to the environment, which 
is one of Lewin’s (1935) basic postulates. 

Atkinson’s model, while based on the general motivational 
notions of Lewin (1936, 1938, 1951 and Tolraan (1932, 1959), is 
specific to achievement situations. He emphasizes that many 
behaviours are motivated at least in part by extrinsic rewards. 
Therefore, a cognitive model of motivation would included extrinsic 
as well as intrinsic motivation to be complete. 

Deci (1975) has developed a cognitive theory of intrinsic 
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motivation which is broader than Atkinson’s achievement motivation 
theory. 

Deci’s Theory : 

There are five important elements in Deci’s (1975) cognitive 
model of behaviour : 

(i) stimulus inputs; 

(ii) energy source or motive; 

(iii) establishing of goal; 

(iv) goal directed behaviour; and 

(v) reward and satisfaction. 

A Cognitive Model of Behavionr : 
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Fig. 2-1 

(i) Stimulus Inputs ; There are three sources of stimulus inputs 
according to Deci (1975), external stimuli, memory and internal 
states. It means that the stimulation can either be from external 
environment, individual’s memory or his internal factors such as 
glandular secretions or affective responses. 

(il) Awareness of Potential Satisfaction : Individuals are 
continuously interacting with their internal and external environments. 
As mentioned earlier the individual is receiving information all the 
time and these inputs make the person aware of potential satisfaction. 
This awareness comes from the information, which in other motiva- 
tional systems has been labelled as drives, intrinsic motivation and 
affective states. 

(a) Drives are important motivators of behaviour. They make 
the individual aware of the present organic state and about how it 
could be more satisfied, and the individual uses this information to 
choose the behaviours which he expects will lead him to more 
satisfaction. 
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(b) Intrinsic motivation entails an individual’s intrinsic needs 
for feeling of competence and self determination. This makes him 
aware of potential satisfaction and he may choose to behave in ways 
which he believes will lead to certain affective states. This implies 
that the intrinsically motivated behaviour operates in the same way 
as cxtrinsically motivated behaviour. The difference lies in the rewards. 
For intrinsic needs the reward is the feeling of competence and self 
determination which has its primary effect in the nervous tissues. 
The other important difference has to do with the relation of the need. 
In case of cxtrinsically motivated behaviour the need is temporarily 
reduced but in case of intrinsic motivation the goal will be attained 
and the behaviour will be rewarded, but the need will not be reduced. 
It is ever present, so it will remain and other goals will be set. This 
is highly relevant to explain the concept of study involvement as 
conceptualized in this investigation. 

(c) Emotions or affects play an important role in human 
behaviour. Emotion has been viewed by Arnold (1960) as an 
organized motivational process. Emotion is defined as an approach 
or avoidance tendency toward the stimulus input (which is perceived 
and appraised). Leaper (1948) and Arnold (1960) state that emotions 
do function as motives. But they serve as both antecedents and 
consequences of behaviours. 

(iii) Selection of Goal : The person’s evaluation of the various 
alternative behaviours open to him, on the basis of his expectations 
of the end states to which the behaviours would lead, is an important 
element in the cognitive model, Tolman (1932) and Lewin (1935) 
both talk of goals in their respective theories. Atkinson (1964) in his 
theory of achievement motivation has dealt in more detail with the 
evaluation of end states, in predicting achievement oriented behaviour. 
Different theories have given different relationship between motivation 
and goal. Atkinson’s model, for example, predicts that motivation 
will be at a maximum when the goal is of moderate difiSculty, while 
Vroom’s (1964) model within the realm of industrial motivation shows 
that motivation is an inverse function of difficulty. As the probability 
success increases, motivation increases. Therefore, using Vroom’s 
model the prediction will be that motivation will be maximum when 
the goal is easiest (assuming constant valence). 

Locke (1968), on the other hand, mentions that motivation 
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would be at a maximum when the goals are most difficult. According 
to him, goals are the most critical factor in motivation. 

(iv) Goal Directed Behaviour : People select those behaviours 
which they expect will lead them to desired outcomes (Irwin, 1971). 
His use of outcomes means rewards. Deci (1975) has put forth an 
assertion very much similar to Irwin’s (1971) in which he states that 
organisms engage in behaviours which lead to the most valent goals. 
For Atkinson behaviour is a direct function of tendency to approacii 
(Ta). Vroom (1964) also predicts that people will engage in the 
behaviours which have the greatest force toward action. 

Thus it is clear that people behave to achieve desired goals. 
This goal directed behaviour according to Simon (1967) may terminate 
in three ways ; 

(a) when the goal has been achieved and satisfaction fell; 

(b) when the individual feels impatient after trying and selects 
the best alternative and terminates; and 

(c) when the individual tries again and again and fails, he gives 
up in discouragement. 

(v) Rewards and Satisfaction : These are the final elements in 
the cognitive model of motivation. Deci asserts that people seek 
goals which they expect to bring rewards. The rewards may be : 

(a) extrinsic rewards which relate to drives; 

(b) intrinsic rewards which relate to the need for feeling of 
competence and self determination; and 

(c) changes in affect which are relatively positive by comparison 
with the affect which initiated the behaviour. 

When a person gets the reward for achieving a goal, he feds 
satisfied. The satisfaction is the final step in the sequence and will 
lead to termination of the sequence. 

The Theory Underlying The Present Investigation 

The theory underlying the present investigation may be labelled 
as a Cognitive Theory of Intrinsic Motivation. 

Cognitive iheories, according to Levy (1970), share a baijc 
assumption ihtit a person’s behaviour is determined to some extent 
by his perception and understanding of events. The person is concei- 
ved of as an information processing system. Thu^, behaviour 
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considered not as a direct function of external events but of 
person’s interpretations of those events. External reality is 
not denied by cognitive theorists, but it is seen as entering into the 
causation of behaviour primarily through its transformation by the 
person. This transformation is an important aspect in prediction of 
behaviour. The approach assumes that the stimulus value of both 
internal and external events depends upon the meaning given by the 
individual who is actively engaged in their organization and interpreta- 
tion. In evaluating the support for theoretical formulations of 
cognitive organization, Wyer (1974) points out that three classes of 
variables may affect the reception and the acceptance of information. 
These are characteristics of the situation in which the information is 
presented, characteristics of the recipient of the information (individual 
difference variable) and the characteristics of the information itself. 

A cognitive approach to motivation places primary emphasis on 
a person’s thought processes. It assumes that people decide what to 
do on the basis of their evaluation of the likely outcomes of their 
behavioural alternatives. Behaviour is the outcome of these decisions. 
This indicates that cognitive processing is an important determinant of 
behaviour. This assumption stands in clear contradiction 
with the assumption of the mechanistic approach which says 
that thoughts are not causal factors in behaviour (Deci, 1975). Thus 
cognitive approach to motivation proposes that people make choices 
about' what to do (Taylor, I960). They act on the basis of their goals 
and their assessment of various behavioural alternatives which may lead 
them to these goals. This approach views humans as striving to satisfy 
their needs by setting goals and choosing behaviours that they believe 
will help them to achieve these goals. These goals, as Kagan (1972) 
states, are also cognitive representations. They are, in fact, cognitive 
expectations about future states. 

The conceptual model of involvement as seen in the present 
investigation is developed after Deci’s theory (1975) of intrinsic 
motivation. The important elements of Deci’s theorj' (1975) as justified 
in the context of the present investigation are explained below : 

Behaviour is the resultant of stimulus inputs, which have three 
sources according to Deci (1975). Internal states are one of these 
stimulus inputs. In the present investigation the needs as selected for 
the study serve as stimuli. The nonfulfilment of these needs gives rise 
to an awareness of potential satisfaction making individual aware that 
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the fulfilment of these needs will reduce the tension and consequently 
bring satisfaction. Traditionally, in experimental psychology, the 
‘energy’ for behaviour has been derived from basic drives such as 
hunger, thirst, and sex, and secondary drives which develop out of 
pairing with primary drives or social needs. All these processes act as 
cues which provide information to the central information processing 
system to the effect that satisfaction can be experienced. 

The person, then, establishes a goal from among the set of 
alternatives which he feels are open to him. At the time of choosing 
the goal, the individual keeps in mind his awareness of potential 
satisfaction and his expectation about achieving that satisfaction. 
Besides his attitudes, feelings, and other internal states also provide 
information which are used in the decision making. In the study 
involved behaviour the attempt to reach a defined goal and the 
consequent satisfaction reinforces the establishing of a goal. Goal 
setting for the individual is an important activity and the level of 
motivation is positively related to the difficulty level of goal (Atkinson, 
1957, 1964, Locke, 1968) perceived by the individual. 

Once the individual has chosen a goal, he will behave in such a 
manner as to achieve that goal. Irwin (197 1) has emphasized that 
individuals try to achieve those goals which they expect to bring 
rewards. These rewards may be (i) extrinsic or (ii) intrinsic. In the 
case of study involved behaviour both these types of rewards are 
attained, for example, getting good grades (marks) in the examination 
is an extrinsic reward, whereas, satisfaction of various needs is an 
intrinsic reward, which the individual gets through goal directed 
behaviour. 

Conceptually satisfaction follows the reward. When a person is 
rewarded for achieving a goal, he will feel satisfied. In fact, in the case 
of intrinsic or affective rewards, it is difficult to separate the positive 
affect which is the reward from the perception of satisfaction. The 
satisfaction is the final step in the sequence of the five elements of 
Deci’s theory (1975), such as stimulus inputs, awareness of potential 
satisfaction or motive to behave, goals, goal directed behaviour, and 
rewards and satisfaction, and will lead to termination of the sequence 
of behaviour which gives rise to new goal directed behaviour, leading 
|o further satisfaction and achievement. 



CHAPTER 


REVIEW OF LITERATURE 


The present chapter is concerned with the various factors 
related to student involvement in studies and a numbering hypotheses 
developed in the investigation. 

Factors Related to Student Involvement in Studies 

An extensive review of research showed that no work has ever 
been done in the area of student involvement in studies per se, but it 
was revealed that work has been done in the broad area of intrinsic 
motivation. Involvement in studies is a specific kind of intrinsic 
motivation in academic situations. It was, therefore, thought feasible 
to review the research done in intrinsic motivation and to find out 
what factors may possibly be related to the academic motivation. 

Background Variables : 

1. Sex— The shift in emphasis in the recent years regarding the 
possible entry of women in every occupation at various levels of the 
prestige hierarchy ranking has affected the thinking of the school 
students considerably. In a study conducted by Chaudhary (1971) it 
was revealed that n— Achievement was higher in girls as compared to 
boys. Similar findings were obtained by Gokulnathan (1972) on 
secondary school tribals of Assam, Mubayi (1974) on secondary school 
tribal pupils of Gujarat, and Parikh (1978) on classes VIII, IX, and X 
students of Bombay schools. However, the findings of Sinha (1967) 
and Desai (1970) indicated the boys as having higher n-Achieveraent. 
Spence (1974) reported a growing tendency for males to downgrade 
achievement. House (1974) found that when females were in compe- 
titive situation, they showed lower expectancies for their performances 
than did males. 

These investigations indicate that there might be some relation- 
ship between sex and academic motivation. Hence, it was decided to 
include sex as a variable in this study. 
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2, Birth-order— Although-Adler (194,5) suggested the importance 
of an individual’s' ordinal position in the family, until recently very 
little research has been done using ordinal position as an independent 
variable. A few years ago Schachter.(1^59) published a book in which 
he reported the interesting results of a series of studies on ordinal 
position, motivation, and behayiour in social or experimental 
situations. 

The difference in aflSliative behaviour between first and later 
borns is generally given a motivational interpretation. Because of the 
differences in parental treatment of first and later borns, the former 
acquire higher affiliative or/and dependency needs than the latter. The 
motivational differences are then translated into differences in beha- 
vioural tendencies under appropriate arousal conditions (Dember, 
1964). 

McClelland, et al (1953), Atkinson and Miller (1956), Rosen 
(1961), and Sampson (1962) found that the first born had a higher 
motivation for achievement than the later born as they received greater 
parental care, particularly from the mothers, as they had less work on 
their hands, whereas Schachter (1959) found that they were characteri- 
zed by dependency. Mukherjee (1968), however, found equivocal 
evidence on this. Karabenick (1971) found no particular relationship 
between subjects’ birthorder and their need for achievement. 

There does not, however, seem to be any conclusive evidence on 
the relationship between birthorder and motivation. For this reason, 
birthorder as an independent variable has been included in the present 
investigation. 

3. Caste — Caste has not been studied as an independent variable 
in any investigation related to motivation so far. Chopra (1964) 
studied relationship between various castes and academic achievement 
and found that the difference between the academic achievement of 
different castes was significant at .05 level. In the present study 
scheduled caste and non-scheduled caste students were studied vis-a-vis 
involvement in studies. It was thought feasible to study students 
from these two sections of society in view of the fact that in the Indian 
society the opportunities available for education and values, beliefs 
and attitudes etc., held by these sections are considerably different from 
each other. Chitra (1969) studied the educational opportunities for 
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women in two Mysore Colleges and found that the cliques in the 
untouchables and Muslims influenced their behaviour as well as 
attitudes which were diflerent from upper caste students. Chitra’s 
(1969) study reveals that caste is a dominant role offering Brahmins 
better facilities for educational training. 

4. Management of School : There are generally four types of 
schools operating in Delhi where this study was conducted. These 
school types are ; (i) Government Schools ; (ii) Private aided 
Schools : (iii) Public (private) Schools ; and (iv) Central Schools. 

The general atmosphere in these sehools differs considerably. Gaur 
(1973) in his study found that there was a signifieant difference between 
the levels of occupational aspirations of the higher secondary school 
students in the three types of schools such as (i) Public (ii) Private 
aided and (iii) Government. Since this variable has not been studied 
in the context of academic motivation, it was deemed desirable to study 
it in this investigation. 

5. Type of School (sexwise) : In Delhi three types of schools 
exist : (i) schools exclusively for boys : (ii) schools exclusively for 
girls ; and (iii) coeducational schools. 

It is quite obvious that the group dynamics in these schools 
will differ considerably. Arguments have been advanced favouring 
both kinds of systems. Single sex schools are said to involve a simpler 
curriculum, fewer disciplinary problems and a greater concentration on 
academia rather than frivolity (Biddle, 1970). A review of studies 
revealed that this variable has been studied in a very few investigations 
at the school and college levels. Gupta (1977) in a study conducted 
at the college level concluded that boys in coeducational colleges are 
more emolionaly stable and have more achievement need, whereas 
girls have more leadership qualities like authoidty over others. 

Sinha (1975) found that most of the girls in Allahabad schools 
are confident about their achievement. Girls from exclusively girls’ 
schools are slightly more confident.. Mitra, et al (1975) also studied 
some of the effects of coeducation on perception of women’s status at 
school and college levels. They found that coeducation at school and 
college levels tends to increase the perception of traditional belief 
regarding women’s role. 
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6. Geographical Location : There have been very few investi- 
gations which have taken the geographical location of the school in 
consideration. Mehta (1969) concluded that the rural and urban high 
school boys showed no difference in their n-Achievement levels. 
In another investigation conducted by Mehta, Kumar, Sharma and 
Kanade (1967), the same findings were obtained. A study on tribals 
of Assam, conducted by Gokulnathan and Mehta (1972), indicated 
that the area of residence which was in most cases the same as the 
location of the school, had no bearing on the level of n-Achievement 
of the pupils. 

In a study by Jagbir Kaur (1972), class X pupils from schools 
of urban and rural areas were selected. No significant difference was 
found in motivation level between urban and rural students. Results 
of the study by Munz, Sinouse and Letchworth (1968) are in keeping 
with the findings of Jagbir Kaur. 

Query and Query (1973) also studied the effect of geographical 
background on need affiliation and school activity participation. 
They collected data on male high school students and found that 
rural-urban effect was apparent in later born children and not among 
first borns, 

7. Socio-economic Status : Various studies have been conducted 
to find out the relationship between the socio-economic status of the 
family and students’ academic motivation. Entwistle (1968) constructed 
a 24 item self rating inventory to assess academic motivation and 
compared inventory scores with teachers ratings to give evidence 
of concurrent validity. His study revealed that academic motivation 
was not closely related to social class. Barial’s (1966) study was 
undertaken to investigate the extent to which the social class back- 
ground influenced the educational achievement and motivation. 
This investigation also revealed that there was no difference in the 
educational achievement and achievement motivation of students 
belonging to various social classes. On the contrary Hayes (1969) 
studied the influences of the environmental factors (particularly the 
socio-economic status) on child’s motivation for learning and found 
that these two were related. Desai (1971) also found the same 
results. 

Chaudhary (1971) found that the correlation between u- 
Achievement and social class scores was positive and significant for 
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the total group of 409 boys and girls of higher secondary schools, 
but it was not significant in the ease of boys as well as girls (when 
computed separately). 

Parikh (1978) also found similar results in a study undertaken 
by her in Bombay on a sample of class VIII. IX, and X students. 

Mehta’s (1969) study of 975 class IX boys of Delhi showed that 
those in schools with low SES and low achieving status had n- 
Achievement level equal to that shown by boys studying in schools 
with high SES and high achievement status, but was higher than those 
studying in middle SES and high achievement status schools. 

Mehta, et al (1967) also found that the school SES was 
significantly related to the pupil’s n-Achievement levels. 

Tamhankar (1968j found that boys from middle class families 
had higher achievement motivational level than those of upper and 
lower classes. 

Stavros (1972) studied relationship between socio-economic 
status among a sample of students with their educational aspirations 
and educational expectations and found that there was a positive, 
statistically significant relationship between socio-economic status and 
each of the two dependent variables, namely, educational aspirations 
and educational expectations for both males and females. 

Sewell and Shah (1968) found that parents’ encouragement 
appeared to have its strongest effect on the college plans of males and 
females who scored relatively high on intelligence and came from 
families occupying relatively high socio-economic positions. 

Seidel (1970) selected 8 1 pairs of students matched for sex and 
class attainment from 1 0th, 1 1th and 12th grades of a high school 
attended by residents of two neighbouring but culturally and economically 
divergent communities. On analysis it was found that subjects from 
the more prosperous town showed significantly higher educational 
and vocational aspirations and optimism. 

Psychological Variables : 

1. Personality Characteristics : Relationship between the 
various personality characteristics and academic motivation has been 
-studied in various researches. 



Dc nrd Jln'5 (197.''') findine' rc^c.ilcd tli.it there vn': n rclition- 
jliip between ccrtiin dimen-'ron'i of jKr"-i''nility, ;ic!iic\ cnicrit moti- 
vation and intelligence. 

Newman Jr. (\9ll) propo'Cvl in hi^ then? the theoretical 
possibility that there i? a .?elf controb?oeiil control (intrimic-cxtritt'iie) 
continuuml in personality that atlccts indisidiiil metis ation anil 
performance. A process model of motivation was employed (Porter 
&. Lawler 1968. and l^awlcr 1970). The nicasiires of the two self 
niotisational factors were found to be corrclatcil significantly with 
the measures of subjective efforts. Querj' and Qiicrs’ (1973) found 
a positi\e relationship between need affiliation and school activities. 

Tucl and Wurston (1965) studied the influence of intrapersonal 
sariables on academic achievement and academic motivation. 
Middleton and Guthrie (1959) analyzed drive related to high and 
low achievement. High achievement may be motivated by drives 
or po^^er, resentment, dependence, social acceptance and aggression. 
Low achievement may be motivated by drives toward jilcasurc 
seeking, extroversion, denial of normal shortcoming and power. 

Gordon (1968) found the various personality factors, namely, 
ascendencj', rcsposibility, emotional stability, sociability, cautiousness 
ori^nal thinking, personal relations, vigour, practical mindedness, 
achievement, - variety, conformity, decisiveness, orderliness and goal 
orientation as relatively independent and which were important in 
determining the adjustment of the individual in social, educational 
and industrial situations. 

capacity for sustained work 
depended largely upon an individual’s level of drive and rate of 
accumulation of reactive inhibition. 

Evan s (1972) study was designed to determine the iclaiionship 
between personality needs and students’ satisfaction with respect to 
selected dimensions of the college campus. The results indicated 
that a significant relationship did exist between personality needs 
and satisfaction with respect to selected dimensions of the campus 
environment. 

McKeel Jr. (1968) conducted a study to determine, if significant 
relationships existed between the academic performance of engineering 
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students and certain personality and environmental variables. The 
predictor variables were : 

(i) personality needs as measured by Stern’s Activities Index ; 

(ii) environmental press as measured by the College Character- 
istic Index ; and 

(iii) need— press difference scores. 

It was concluded that significant relationships existed between 
academic performance of engineering students and a number of scales 
of the Activities Index and College Characteristics Index. 

Sinha ('1970) found that the academic attainment of a student 
depended upon many intellectual factors in which effort, in the shape 
of drive or motivation was an important factor. 

Uhlinger and Stephens (1960) found that need for achievement 
did not differ from high and low achievers except that high achievers 
showed greater need for social love and affection and had generally 
higher minimal grade goals and greater expectancy for academic 
success. 

Some studies have come out on personality in relation to 
acdievement motivation. The studies in this area have been conducted 
by Pareek (1967). De and Khan (1960), and Siddiqi and Akhtar 
(1969). 

Aaroon (1968) studied the relationship between n-Achievement 
n- Affiliation, n-Power and tasks connected with teaching. 

Bowman (1972) and "^mart, Elton and Burnett (1970) reported 
that academic performance w'as significantly related to different 
personality characteristics and behaviour such as self perceptions, 
motivational drives, etc. 

Goldstein and Heilburn Jr. ’s (1962) study offers some support 
for the notion that personality factors are significantly related to 
academic achievement when the influence of academic ability is 
statistically removed. The findings of the study support the view 
that personality factors are most important in determining the 
academic motivation and achievement of average ability college males. 
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In Ihis group of average ability males, intellectual factors arc less 
predictive of success and personality factors are the more important 
determinants of actual academic success and failure. 

Barial (1966) also found that intelligence was negligibly 
correlated to academic motivation (r=— -02). Chaudhary (1971) 
also concluded that the correlations between the academic motivation 
and intelligence scores for the combined samples and for boys were 
not significant, whereas the same was significant at -Ol level 
for girls. 

Desai (1971), on the other hand, found a definite positive 
correlation between IQ and n — Achievement scores. French (1957) 
had also studied the joint effects of intelligence and achievement 
motivation on problem solving success of airmen and found a 
significant interaction between these two variables. 

Wolf (1968) proposes a theory of motivation in the occupational 
set up based on Maslow’s (1943) hierarchy of needs. He theorizes 
that job motivation results from an individual’s perception of the 
relationship between gratifying consequences, 

2. Level of Aspiration ; Two people may possess the same 
absolute level of ability, yet one may set his standard very high, 
while the other may be content to aim at nothing higher than a 
maintenance of status. Thus in choosing life goals and while doing 
daily activities, people widely differ in their expectations and 
aspirations. As a concept in P.sychology, level of aspiration was 
not very much recognized until 1935 when the construct was trans- 
lated into English as level of aspiration by Hoppe Q931) and Dembo 
(1931). Further studies were coducted by Rotter (1942), 
Lewin, et al (1944), Gauld and Kaplan (1940), etc. Hoppe 
(1931) conceived level of aspiration as a technique for studying 
dynamic psychological factors which operate in the prediction of 
feelings of success and failure. Frank (1935) views' that level of 
aspiration is a stable personality characteristic relatively independent 
of specific task, 

Muthayya and Rajeshwari (1969) studied personal aspiration 
and its relationship with achievement motivation in female secondary 
grade trainees. A pictorial non-verbal ladder scale was used as a 



ParcL-k', Kumar and Chatlopadhaya (1967) studied famiJics 
in a norlli Indian village and factor analyzed the data concerning 
level of aspiration on seven dilfcrcnt aspects of living and traced 
three factors of which achievement orientation explained 22 percent 
of the variance. Jawa (1972) found a significantly positive correlation 
to future aspirations. 

It may thus be concluded that researches have identified level 
of aspiration to correlate significantly with intrinsic motivation. 

3. Social Desirability. The shift in emphasis from form to 
content and style in the assessment of personality has generated 
considerable research in recent years. A response set irrespective 
of the content of the personality measure seems to account for much 
of the variance and may in itself be an important measure of 
personality. Cronbach (1946) defines a response set as, 

“any tendency causing a person consistently to give different 

responses to test items than he would when the same content 

is presented in a different form” (p. 476). 

Based on this concept of response set researchers have done a 
great deal of work with particular reference to the response tendencies 
to agree and to respond desirably. 

Edwards ( 1957) has defined the variable of social desirability 
as the tendency of the subject to answer ‘Yes’, ‘True’, or ‘Agree’ to 
statements having consensually defined social desirability, and to 
answer ‘No’, ‘False’, or ‘Disagree’ to statements having consensually 
defined social undesirability. 

Edwards (1957) further states, 

“ that there is sufficient evidence to indicate 

that the tendency to give socially desirable responses in self- 
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dcjcription is a fairly stable personality characteristic. Thus 
a subject ^^ho shows tliis tendency to a high degree on one 
personality invcntor>’ will also show it to a marked degree in 
his responses to items in other personality inventories.” 

An extensive survey of researches revealed that this variable 
bad never been studied as an independent variable along with 
academic motivation. Hence, was deemed feasible to study in this 
investigation, 

4. Chnraclcrislics Preferred by Parents : Parental permissive- 
ness and authority play an important role in the personality develop- 
ment of the child. Baumarind (1971a and l971b) has provided 
some insights on this line. Harmonius parents seem neither o 
exercise control nor to avoid the exercise of con'rol. nstea , ey 
focus upon achieving a quality of harmony in the home an upon 
developing principles for resolving differences and for right living. 

Sherif and Cantril (1947) and Sherif and Sherif (1967) have 
pointed out that the parents communicate directly their beliefs, 
attitudes, and standards to the child. The parent reinforces wha he 
deems to be desired behaviour in the child. We should assume a 
broad and general parental training is a determining factor in t e 
child’s response to a particular situation. 

A study done by De and Shambhoo Priya (1972) showed that 
the students whose parents were highly educated had high achievement 
motive than those students whose parents were low educated. 

It has been found that high need achievement of mothers 
motivate their children (Rosen and D’Andrade, 1959, McCle an , 
1961, and Duncan, Featherman and Duncan, 1972). 

Babladelis and Adams (1967) found that the shaping of any 
particular motive as dominant in an individual’s behaviour depen e 
upon rather specific repeated behaviours on the part of the paints 
towards the child. As an example, for those children who ave 
high achievement motivation, we find that parents consistently respon 
positively to many behaviours that have in common independence, 
purposefulness, and concrete results, (such as solving problems). 
Activities not bearing the label of ‘important’ are simply experience 
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as less satisfying by the cliild. It is important to note that it is parental 

response to some aspects of behaviour its intellectual or 

affiliative or independent component that establishes for the child an 
equivalence among what are superficial different behaviours. 

Further empirical studies have supported that the child’s need 
for achievement is influenced by rearing process. For example, 
Winterbottom (1958) has demonstrated a relationship between need 
for achievement in 8 to 10 year old boys and the attitudes of their 
mothers. Rosen (1959) found the same results in samples of children 
from various groups. 

McClelland and Friedman (1952) reported a relationship in 
various Indian tribes between need for achievement and the childhood 
training for independence. 

The evidence, then, is quite clear that the achievement motive 
begins to differentiate during childhood, that the motive of adults is 
correlated with the motive which they displayed as six year olds 
(Moss and Kagan, 1961) and parental attitudes and behaviours affect 
the development of the achievement motive. 

All these evidence suggest the importance of behaviour, preferred 
and expected by parents. 

5. Scholastic Achievement : Sutton (1961) studied children 
in three fifth grades through individual school histories, self reports, 
descriptive ratings by peers and teachers, observations of current 
behaviours and personality inventories. It was concluded that a 
child’s poor performance may be due to lack of basic ability or to 
lack of motivation and of positive emotional involvement, 

Singh (1965) used two measures of motivation, the n- Achievement 
scale of Edward’s Personality Preference Schedule (EPPS) and an 
unstandardized measure of academic motivation, and on both the 
measures he found motivation to be positively related to the academic 
achievement of college students. 

Lowell (1952) showed that subjects who scored high on n- 
Achievement had a higher level of performance than subjects who 
scored low pn n-Achievernent on an arithmetic and on a verbaj task. 
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Mehta (1969) found that n-Achievement showed positive 
correlation with the total performance at the schools annual exami- 
nations. Tamhankar (1968) also found a low positive correlation 
between the two. 

Russell (1969) observed that teachers were quick to agree that 
school motivation was evident in class room behaviour, but they 
tended to describe it in terms such as enthusiasm, involvement, 
attentiveness and joy, etc. 

Eugene (1976) tried to study the , relationship between student 
involvement and student achievement and found that there was no 
significant positive relationship between the two. 

Bassett and Campbell (1964) emphasize that we educators 
should know considerably more about how motives arise and how 
they are directed and stimulated. When we know as much about 
children’s motivation for school work as we do about their aptitude 
for it, our educational theory will be greatly advanced. 

Thresher (1959) pointed out that students who were poor 
achievers and drop out, either through formal disqualifications or of 
other reasons, did not lack in intellectual ability, nor did most of 
them lack adequate preparation. Their trouble stemmed in poor 
motivation. 

Bhatnagar (1976) in a study to seethe efficacy of individual 
counselling on the achievement of bright underachievers found that 
bright underachievers had a poor academic drive. Pal and Saxena 
(1970) had also started that underachievement was due to lack of 
motivation. 

Varma (1966) in his investigation found that students expressing 
high degree of ego involvement and good study habits had compa- 
ratively secured better marks in their final examination. The ego 
involvement indicated the degree of persistence. Obviously, students 
having a high level of ego involvement tried to secure better points. 

Srivastava (1 967) also pointed out that under-achievement was 
related to poor study habits and low academic motivation and Lum 
(1960) reported that overachievers tended to have greater motivation 
for studies. 
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In some of (he studies personality characteristics do not show 
any relationship with academic achievement. Demos and Spolyar 
(1962) found no significant difiercnccs between four groups in terms 
of achievement on EPPS, and they concluded that (he various 
achievement groups could not be distinguished in terms of personality 
needs. 

Shaw (1961) administered the McClelland Achievement- 
Motivation Test, the French Need Achievement Scale and the EPPS 
to underachievers and achievers. None of the three differentiated 
achievers from underachievers w'ilh (he exception of the French 
Scale, which did differentiate between achievers and non-achievers. 

Barial’s (1966) investigation on the contrary revealed that 
scholastic achievement had almost zero correlation with achievement 
motivation (r=’08). 

Sinha (1965) also found that the high and low achievers did not 
differ in their achievement motivation, though in the eyes of the 
faculty high achievers were much superior on cognitive intellectual 
qualities and showed greater motivation. 

Hass (1963) found that the difference between the superior and 
average students was not significant in terms of personality. The 
difference was in terms of ability and diligence. 

At this point it almost goes without saying that a great deal 
more research is required on the relationship between achievement 
imagery (satisfaction of needs, that is involvement in studies) and 
achievement in school. 

Development Of Hypotheses 

According to studies related to motivation as given in Part I 
of this chapter and theories of motivation and behaviour as given in 
chapter II, variables studied in this investigation are presumed to be 
related to student involvement in studies. 

The hypotheses formulated for testing in this investigation 
are as given below : 

Hypothesis I : is related to certain background variables, 
such as. 
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(i) Sex 

(ii) Birthorder 

(iii) Management of school 

(iv) Type of school 

(v) Geographical location and 

(vi) Socio-economic status. 

It is hypothesized that : 

(a) certain background variables like sex, birthorder, caste, 
management of school, type of school, geographical location 
of school and socio-economic status of students are related 
to involvement in studies. 

(b) Students in high and low involvement groups differ as 
regards to these background variables. 

Hypothesis II ; is related to certain psychological variables, 
namely, 

(i) Level of aspiration 

(ii) Social desirability 

(iii) Characteristics preferred by parents and fourteen personality 
factors as measured by High School Personality Question- 
naire by Cattell (1958) which are as under : 

(i) Sociability 

(ii) Intelligence 

(iii) Ego-strength 

(iv) Excitability 

(v) Dominance 

(vi) Surgency 

(vii) Super-ego strength 
(viii) Adventurousness 

(ix) Sensitivity 

(x) Passive individualism 

(xi) Guilt proneness 

(xii) Self sufficiency 
(xiii) Self control and 
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(xiv) Ergic tension. 

It is hypothesized that : 

(a) Level of aspiration is related to involvement in studies. 

(b) Social desirability is related to involvement in studies, 

(c) Characteristics preferred by parents are related to involve- 
ment in studies. 

(d) Fourteen personality factors like sociability, ego strength 
excitability, etc., measured by HSPQ are related to involve- 
ment in studies. 

(e) High and low involvement groups differ as regards to these 
psychological variables. 

Hypothesis III. is concerned with students’ scholastic achieve- 
ment at classes IX and X. School subjects taken into consideration 
at both these levels are ; 

(i) English 

(ii) Mathematics 

(iii) Hindi 

(iv) Social Studies 

(v) General Studies 

(vi) Total marks. 

It is hypothesized that : 

(a) Student’s achievement in school subjects is related to 
involvement in studies. 

(b) Student’s showing high and low involvement in studies 
differ as regards to their scholastic achievement. 

Hypothesis IV ; (a) Intelligence of a student is related to the 
level of involvement in studies. 

(b) High and low involvement students will show a significant 
achievement difference in their intelligence. 
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Hypothesis V : (a) Background, psychological and scholastic 
variables will predict student involvement in studies. 

(b) High and low involvement groups will differ as regards to 
certain background, psychological and scholastic achievement 
variables in a multivariate combination. 

Hypothesis VI : High and low involvement groups differ as 
regards ro satisfaction of ten need areas, namely, n-Abasement, 
n-Achieveraent, n-Affiliation, n-Aggression, n-Autonomy, n-Deference, 
n-Nurturance, n-Order, n-Recognition, and n-Succorance. 



CHAPTER 



Tools-Tests and Scales 

To test the hypotheses put forward in the previous chapter, 
seven tests, inventories, and questionnaires were used to collect 
data on various variables included in the study. The detailed 
description of each of these instruments is given in the following 
paragraphs : 

1. Culture-Fair Intelligence Scale III Form B : (Indian Adaptation by 
Singh & Rao.) 1964. 

Since the sample for the study consisted of boys, girls, rural 
and urban pupils from Government, private-aided, Public (private), 
and Central Schools, an appropriate test having no cultural bias was 
selected for measuring intelligence. 

In the varied research situations, in which general ability is one 
of the variables, modern ps 3 'chology has a test which can clearly 
separate the individual’s real general ability from the accidental 
circumstances of better or poorer local schooling, social class, etc. 
Such factors are likely to introduce a substantial error into assessment 
made by conventional intelligence tests. 

The Culture-Fair Intelligence Scale 3, Form B originally 

prepared by Cattell and Cattell (1961) and as adapted for India by 

Singh and Rao (1964) was administered as a group test. The test 
consists of geometrical figures like series, classifications, metrices, 

and topologies. There are 50 items. The total time required to 

administer this test was about 20 minutes. 

Reliability : Test-retest reliability of the test as reported in 
the manual is -82 (N=200) and *85 (N==450) for immediate test-retest 
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sessions on two samples. The Split-half reliability coeffcients are 
between 0-70 and 0-92 

Validity : The test shows a correlation of 0.56 with the Stanford 
Binet Test, a correlation of 0.73 with the Otis and a crorelation of 
0-84 with Wechsler Bellevue. 

2. Jr. Sr. High School Personality Questionnaire (HSPQ) 

(Indian Adaptation by Kapoor & Mehrotra) 1967 

It is an objectively scoreable test, devised by Cattell (1958) to 
measure fourteen dimensions or traits of personality which have been 
found by psychologists to come near to covering the total personality. 
These dimensions are functionally independent and psychologically 
meaningful. The test is available in two forms — ‘A’ and ‘B.’ In the 
present investigation ‘HSPQ Form ‘B’ adapted in Hindi by Kapoor 
and Mehrotra (1967) been used. '"According to the authors the 
cannons of good test construction have been followed in the design 
of this test. It is a test of 140 items, carrying 10 itmes for each of 
the 14 factors. 

The personality dimensions measured by HSPQ have two poles 
or extremes, which are given in the following table : 

Table : 4 : 1 

Brief Description of the Fourteen HSPQ 
PersonaMty Factors (Cattell, 1963)* 


Low Sten Score Alphabetic 

Description Designation 

of Factors 

High Sten Score 

Description 

A boy or girl with 

A boy or girl with 

low score is : 

high score is ; 

RESERVED, Detached, A 

OUTGOING, Warmhearted, 

Critical, Cool 

Easygoing, Participating. 

LESS INTELLIGENT, B 

MORE INTELLIGENT, 

Concrete thinking. 

Abstract thinking, 
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of low scholastic 
mental capacity 


Bright, of higher 
scholastic mental 
capacity. 

AFFECTED BY FEELINGS 
Emotionally less 
stable, Easily upset, 
Changeable, of lower 
ego strength 

C 

EMOTIONALLY STABLE, 
Faces reality. Calm, 
of higher ego 
strength. 

PHLEGMATIC, Deliberate, 
Inactive, Stodgy 

D 

EXCITABLE, Impatient, 
Demanding. Overactive. 

OBEDIENT, Mild, 
Conforming, Submissive 

E 

ASSERTIVE, Independent, 
Aggressive, Stubborn, 
Dominant. 

SOBER, Prudent, 

Serious, Taciturn 

F 

HAPPY-GO-LUCKY, 

Gay, Enthusiastic, 

Impulsive, Lively. 

EXPEDIENT, Evades rules. 
Feels few obligations. 

Has weaker super-ego 
strength 

G 

CONSCIENTIOUS, 
Persevering, Rule-bound, 

Has stronger super-ego 
strength. 

SHY, Restrained, 

Diffident, Timid 

H 

VENTURESOME, 

Socially bold. 

Uninhibited, 

Spontaneous. 

TOUGH MINDED, Self 
reliant, Realistic, 
no-nonsense 

I 

TENDERMINDED, 

Dependent, 

Over protected, 

Sensitive. 

VIGOROUS, Goes 
readily with group, 
zestful. Given to 
action 

J 

DOUBTING, Obstructive, 
Individualistic, 

Reflective, Internally 
restrained. Unwilling 
to act. 

PLACID, Confident, 

Serene, Untroubled 

O 

APPREHENSIVE, Worrying, 
Depressive, Troubled, 

Guilt prone. 
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GROUP DEPENDENT, Q2 
A ‘Joiner' and 
Sound Follower 


SELF SUFFICIENT, 
Prefers own decisions, 
Resourceful, 


INDISCIPLTNED, Self 
conflet. Careless 
of protocol. Follows 
own urges. Has low 
integration 

RELAXED, Tranquil, 
Turpid, Unfrustrated 


QJ CONTROLLED, Socially 

precise. Self 
disciplined. 

Compulsive, Has high 
self concept control. 

Q4 TENSE, Driven, Over- 

wrought, Frustrated. 


* — For source please refer to ‘References’. 

However, in this questionnaire, high scores are not necessarily 
‘good’ and low scores ‘bad’. This may be true of abilities, but in 
personality each type of temperament usually has both good and bad 
points, for example, in dimension ‘A’ the high scoring warm-hearted 
person is rated as good, natural, attentive to people, and trustful, 
but his easy goingness means that his promises do not always mean 
as much as those of person at the low score pole on Factor ‘A’. The 
latter is precise and dependable in his work but his aloofness and 
stiffness is not so attractive socially. 

Reliability : From a population of 100 school students Kapoor 
and Mehrotra (1967) have estimated three types of reliability : 

(i) Coefficient of Stability (test-retest) ; 

(ii) Coefficient of Consistency (or Homogeneity or Split half) ; 
and 

(iii) Coefficient of Equivalence (Parallel forms). 

Validity : Construct validity has been estimated by Kapoor and 
Mehrotra (1967) as square root of coefficient of equivalence. 
Reliability and Validity Coefficients reported in the HSPQ Manual 
(1967) vary from moderate to high. 

The scores of the fourteen HSPQ dimensions were treated 
separately in the present investigation as they have been clairned to 
be independent of each other by Cattell. This test is administered 
v^ithout a tim- lbv.it but can be completed by even the slowest readers 
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in about 40-50 minutes. Scoring of the answer sheets was done as 
per instructions given in tlie manual with the help of hand stencil 
keys. 

3. Edwards : Social Desirability Seale (1957) 

The scale used in this investigation to measure social desirability 
is called the Socialization Seale and was constructed by 
Edwards (1957). The scale contains 39 items in all. Originally 
there were 150 items from the anxiety, L. F. and K— Scales of MMPI. 
Ten judges were asked to give socially desirable responses to the items 
selected from L. F. and K Scales of the MMPI. 

Edwards (1957) found 79 items to which a particular response 
‘Yes’, or ‘No’ was judged as the socially desirable response. -Then 
these 79 items were analyzed and a set of 39 items selected. These 
items according to Edwards (1957). 

“ showed the greatest differentiation 

between a high and a low group in terms of total 

social desirability scores on the 79 items scale” (p. 30). 

In the questionnaire used in the present investigation, items 
from 1 to 30 have been keyed ‘false’ and from 3 1 to 39 have been 
keyed ‘true’. This provides a measure of the tendency of subjects 
to give socially desirable responses to statements of self description. 
Therefore, the socially desirable score obtained from the responses 
to this scale is based upon the number of socially desirable responses 
a subject gives in self description. 

4. Misra : Characteristics Preferred by Parents (CPP) (1964) 

A questionnaire containing 17 pairs of statements was 
constructed by Mishra (1964). Two different characteristics of high 
school students are listed in each pair of statements. The individual 
respondent is asked to check which of the two characteristics given 
in each pair of statements is preferred by his parents. Care was 
taken to present the two characteristics in dichotomous way, one 
relating to free and spontaneous behaviour and the other relating 
to restrictive conforming behaviour which is socially reinforced. 

The behavioural, affective and evaluative components of the free 
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and spontaneous bcliaviour have been mainly derived from Gibson’s 
concept of sensitivity. Gibson’s work (1963) emphasizes the role of 
free transactions between the organism and the environment in 
obtaining information from the available stimulation. An attempt 
has been made in the present questionnaire to relate free and 
spontaneous behaviour to the abstract conceptualizing characteristics. 
Furthermore, some of Gibson’s observations on the ‘active touch’ 
(1962) have been made use of in the present questionnaire with parti- 
cular reference to the self-generated motivation. Gibson (1962) indicates 
that bcha^^our initiated by the organism helps in obtaining informa- 
tion from the stimulus. In line with Gibson’s findings an attempt 
was made to select spontaneously catagorized items for the present 
questionnaire which reflect ‘initiating’ characteristics of behaviour. 

5. Shah and Bhargava ; Level of Aspiration Measure (1972) 

The test sheet of level of aspiastion has fifty circles (each of IC.M. 
in diameter) arranged in five rows. On the above and below of these 
five rows of 50 circles, there are two boxes on the right side. The 
upper box is for writing the number of expected scores (ES) or aspired 
performance whereas the lower box is for putting the number of 
completed performance or actual score (AS). The test provides three 
types of scores ; 

(j) Goal discrepancy score ; 

(ii) Attainment discrepancy score ; and 

(iii) Number of times the goal reaches score. 

The test can be administered individually as well as in group. 
The subjects have to draw four lines in each circle so that it may look 
like a human face. The faces should be constructed in an order. 
The subjects were given instructions as given on the first page of the 
booklet. For each trial thirty seconds were alloted for the work. 
The discrepancy score between the expected score and the actual score 
was found out. 

Reliability : The test-retest reliability with a time gap of one 
month was found to be-i-‘84 (N=50). 

Validity : The index of validity is not known. The authors 
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claim that the question of validity is not relevant to the study of 
level of aspiration. 

Norms. The test was standardized on a sample of 600 higher 
secondary and college level students and percentile norms were 
calculated, 

6. Bhatnagar ; Study Involvement Inventory (1982) 

The inventory contains 40 items in a likert type formet with 
three point response scale namely ‘Yes’, ‘Undecided’ and ‘No’ It also 
has two filler items. These forty items cover ten need areas (Murray, 
1938) viz. (i) Abasement (ii) Achievement (iii) Affiliation (iv) Aggression 
(v) Autonomy (vi) Deference (vii) Nurturance (viii) Order (ix) 
Recognition (x) Succorance. 

All statements are scored as 2, I and 0. However, item Nos. 
13 and 37 are scored in a reverse order. The total score of a respon- 
deat is obtained by adding the scores on all the individual statements. 
The possible maximum score is 80. 

The inventory is self administering type and can also be used 
in groups. There is no fixed time limit to answer the inventory, but 
an average student takes about 10-15 minutes to complete it. After 
distributing the booklets students are asked to read the instructions 
silently given on the cover page while the tester reads them aloud. 

Reliability : The test-retest reliability with a time gap of one 
month is found to be -87 (N=i50). The split-half reliability applying 
the Spearman-Brown formula has been found to be "67 (N=150) 
with an index of reliability of -70. 

Validity : Inventory has a high content and construct validity 
as expressed by 33 experts of Psychology. The researcher expects 
that other types of validity will be established in due course, when 
the inventory is used more and more by research and guidance 
workers. 

Norms— The inventory has been standardized on a sample of 
600 students (boys and girls of class X of Delhi Schools) 
and percentile norms have been prepared to-interpret the students’ 
involvement in studies. 
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7. Jalota etc. ; Socio-economic Status Seale (1970) 

Socio-economic status is an important social variable and lienee 
the need for the study of socio-economic background of the individual. 
The appraisal of socio-economic stratum is of immense importance in 
any psychological study because one’s position in the social hierarchy 
is correlated with attitudes, values, sehool aehievement, emotional 
stability, and many other phenomena (Gough, 1948, Gordon 1952, 
and Kohn 1959). 

In order to measure the socio-economie status of the student the 
Socio-economic Status Scale prepared by Jalota, Pandey, Kapoor, and 
, Singh (1970) was used. The authors recommend this as an usable 
tool for urban as well as rural groups. Unlike the Kuppuswamy’s 
(1962) and Pareek and Trivedi’s (1963) questionnaires which are 
commonly used either for the urban or for the rural populations, 
this questionnaire has an advantage of being usable for both rural 
and urban populations. 

The instrument contains 12 items covering such areas as 
parental occupation, father’s/guardian’s education, monthly income, 
house type, household material possessions, cultural sub-factors, 
education of individual’s siblings, level of aspiration, concept of social 
prestige and belief in caste. Directions for administering and scoring 
were followed as given in its manual. 

Reliability : Test-retest reliability of the scale is reported in the 
manual to be -89 (N=50) after one month interval. 

Validity — The concurrent validity of the scale has been estab- 
lished after testing the identifiable groups. 

8. Background Information 

Six background variables (besides SES) were included in this 
study. Information regarding these, namely, sex, birth-order, caste 
of student, management of school, type of school, and geographical 
location v/as compiled from the students as well as administrative 
records. These background variables were in discrete categories, 
which have been given in table 4 : 2. 
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Table 4 : 2 

Information regarding Background 
Variables included in tbe Study 


Variables 

Levels 

Description 

Sex 

Two 

1 Girls 

2 Boys 

Birth-order 

Three 

1 First born and the only child 

2 Middle born and 

3 Last born 

Caste 

Two 

1 Scheduled caste 

2 Non Scheduled caste 

Management of school 

Four 

1 Government School 

2 Private aided School 

3 Public (private) School and 

4 Central School 

Type of school 

Three 

1 Girls’ School 

(sex-wise) 


2 Boys’ School and 

3 Co-educational School 

Geographical 

Two 

1 Urban 

location of school 


2 Rural 


9. Scholastic AchieveineDt : 


Exami nation marks of ail the students were collected from school 
records. Subjects taken into consideration at IX and X class levels 
are English, Mathematics, Hindi, Social Studies, General Science 
and Total Marks. 


Sample 

The sample for the study was selected in two stages. The 
selection of schools was made in the first instance and then students 
were selected from the selected schools. 
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1. Selection of Schools : 

The study was conducted in Government Higher Secondary 
Schools, Private aided Schools, Public (private) Schools, and Central 
Schools. These are the four types of schools which exist in Delhi. 
The selection of the schools was made according to the quota sampling 
technique (Kish, 1965) on the basis of the latest list of schools in 
Delhi supplied by the Directorate of Education, Delhi Administration. 

2. Selection of Students ; 

The population taken into consideration for the purpose of 
this study consisted of students of class X from 1 5 schools selected 
according to the above criterion. For the purpose of drawing a 
random sample, a serial number was given to the students of each 
section of class X of each school. About 40 students from all 
sections of each of the 15 schools were selected on the basis of the 
table of random numbers prepared by the Bureau of Transport 
Economics and Statistics of the Interstate Commerce Commission, 
Washington D.C. This was done in order to apply large sample 
techniques. In this manner 600 students were selected for the study 
out of these 238 were girls and 362 were boys. 

Procedure 

For the purpose of collecting data rapport was established with 
the students by giving self introduction and the purpose and objectives 
of the study in brief. The data were collected by administering the 
test in a group situation in two sessions of two hours each. Achieve- 
ment data were collected from school records. Information regarding 
name, sex, birth-order, caste and type of school was also gathered for 
all the students. 

Complete data were thus obtained on the following variables. 
Background Variables ; 

(i) Sex 

(ii) Birth-order 

(iii) Caste 

(iv) Management of schooj 
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(v) Type of school (scxwisc) 

(vi) Geographical location and 

(vii) Socio-economic status. 

Psychological Variables : 

(i) Level of aspiration 

(ii) Social desirability 

(iii) Characteristics preferred by parents 

(iv) Sociability 

(v) Intelligence 

(vi) Ego strength 

(vii) Excitability 
(viii) Dominance 

(ix) Surgency 

(x) Super-ego strength 

(xi) Adventurousness 

(xii) Sensitivity 

(xiii) Passive individualism 

(xiv) Guilt proneness 

(xv) Self sufficiency 

(xvi) Self control and 
(xvii) Ergic tension. 

Scholastic Achievement Variables : 

Student’s achievement data at class IX and X subjects taken into 
consideration at both these levels were : 

(i) English 

(ii) Mathematics 

(iii) Hindi 

(iv) Social Studies 

(v) General Science and 

(vi) Total Marks. 

Statistical Analysis 

Data thus collected were scored. Scholastic achievement data 
were transformed into standard scores so as to make them more 
comparable. The raw score does not indicate the arnount of 
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achievement which can be compared within the group. The standard 
score shows tlie actual position of an individual just where he stands, 
with reference to the distribution of scores of a particular group. 

Furthermore, a comparative study of different groups can be 
made on the basis of standard scores because they can be directly 
compared with each other due to having the same positional meaning. 

After calculating the mean and standard deviation (Garrett, 
1958) of different subject groups the standard scores have been 
calculated on the basis of Strong’s method (1948). The following 
formula w’as applied for calculating the standard scores. 

S. S.= l0 ^~^ -+50 

where S. S. stands for standard score : 

X stands for raw score 
M stands for mean of the distribution : and 
S. D. stands for standard deviation. 

All the data were then transferred on to data cards, and were 
subjected to univariate, bivariate and multivariate methods of 
analysis. 

Univariate Analyses 

( i ) Frequency distribution of all the variables 

( ii) Mean and S. D. of all the variables and 

(iii) t — test. 

Bivariate Analyses 

( i) Product-moment correlation (Pearson’s ‘r’) ; 

(ii) test (Chi— square test) of Association. 

Multivariate Analyses 

Multivariate statistical methods are used because they make it 
possible to encompass all the data from an investigation in one 



48 Predictors of Student ln\ oh cmcn( in Studies 

analysis. This approach results in a dearer and better organized 
account of the investigation tlian does the piecemeal analysis of the 
data. It also yields more realistic probability estimate in testing the 
hypothesis than do separate partial analysis. Kendall (1957) 
emphasizes that the variates arc inter-dependent among themselves so 
that we cannot split one or more from the others and consider one by 
itself. Thus, variates must be considered together. According to 
Bock (1957), behavioural research typically involves problems in 
which several response variables arc observed simultaneously which 
necessitates the use of multivariate analysis. 

(i) Factor Analysis .' According to Harman (1967) the 
principal concern of factor analysis is the resolution of a set of vari- 
ables linearly in terms of (usually) a small number of categories of 
‘factors’. The resolutions can be accomplished by the analysis of the 
correlations among the variables. A satisfactory solution will yield 
factors which convey all the essential information of the original set of 
variables. Thus the chief aim is to attain scientific parsimony or 
economy of description. 

Results of factor analysis are rarely meaningful without rotation. 
There are various methods of rotation of results of factor analysis 
which yield more meaningful factors.' In this study the 10x10 
inter-correlation matrix of Study Involvement Inventory has been 
factor analyzed by Principal Components rnethbd (Harman, 1967) and 
results have been rotated using Kaiser’s Cl 958) varimax criterion 
according to orthogonal axis solution (Fruchter, 1954) to arrive at 
more meaningful factors. The reasons for selecting the orthogonal 
solution were : 

( i) it is relatively a simpler procedure and 

(ii) similarity of results. 

According to Fruchter (1954) except for instances of highly 
correlated factors, there is little difference in the intercorrelation of 
the factors derived from the two approaches, namely, oblique and 
orthogonal. Also it is difficult to decide how oblique the axes should 
be permitted to be, before they no longer can be considered independent, 
but blend into one factor. In the present investigation though the 
variables arc intcrcorrelatcd they are not so highly intercorrelated as 
not to permit the use of the orthogonal axis approach, 
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(ii) Stepwise Multiple Regression Analysis ; Stepwise multiple 
regression analysis is a method of analyzing the collective and separate 
contributions of two or more independent variables, X, to the variation 
of a dependent variable Y. The stepwise solution is a kind of 
multiple regression wherein. 


“tests are performed at each step to determine the contribution 
of each variable already in the equation if it were to enter last. 
It is thus possible to discard a variable that was initially a good 
predictor” (Kerlinger and Pedhazur, 1973). 


This method seeks the best set of predictors. Variables are added 
or dropped according to the statistical significance of their contribution 
to the prediction of criterion (dependent) variable. A stepwise 
procedure thus allows the data to tell their own story in terms of 
empirical first order inter-relationship. Multiple correlations also have 
been computed for predictor variables in stepwise order. B, beta 
weights, SE of B and F ratios were also calculated. 


The square of multiple correlation called the ‘coeflficient of 
multiple determination’ has been used for comparing the proportion of 
variance accounted for by different sets of variables. . In this analysis 
by multiple regression technique, an attempt has been made to 
estimate the net effect of a set of predictors and also their joint effect 
through other set of predictors. Method is referred to as the ‘explained 
variance decomposition analysis’ (Mukherjee, 1977). 

(iii) Partial Correlation ; “A partial correlation between two 
variables is one that nullifies the effects of a third variable (ora 
number of other variables) upon both the variables being correlated. 

When only one variable is held constant, we speak 

of first order partial correlation” (Guilford and Fruchter, 1978). 


(iv) Discriminant Function Analysis : Discriminant function 
analysis determines the weight to be given to each of the original 
measurements in order that the resulting composhe score will have 
maximum utility in distinguishing between Jhe ^ers of - fir 
(Overall and Klett, 1972). F-ratio (Overall and Klett, 1972) has also 

been computed. 

The coding plan prepared for statistical analyses of the data 
js given in Appendix 1 . 



CHAPTER 



CONCEPT OF INVOLVEMENT 

IN STUDIES 


Involvement has been conceived in different ways by different 
authors. Sherif and Cantril (1947) were the first to use the concept 
of ego involvement. After that many meanings have been attached 
to the term involvement. 

Ego Involvement 

Sherif and Cantril have provided an example of an early effort 
to amalgamate the work on attitudes into a comprehensive theory 
of behaviour (Sherif and Cantril, 1945, 1946, 1947). They argue 
for the value of using attitudes as the core constructs in behaviour. 
They have emphasized two points which currently retain their 
theoretical value. First, they argue for a position that the attitudes 
can be taken as a main unit of psychological study. 

“Attitudes are among those components of the psychological 
make up of the individual which determine that he shall react 
not in a passive or neutral way, but in a selective and character- 
istic way especially in relation to certain stimulus situations” 
(Sherif and Cantril 1945, p. 300). 

Second, that a variable source for understanding the nature of 
attitudes is to be found in studying the nature of judgemental 
(cognitive) or perceptual processes. 

The behaviour can be designed as ego-involved when in the 
/Course of development, acquired attitudes 'related to one’s own ego 
are brought into play in a certain situation by relevant objects, people, 
or groups, so that either a high degree of participation is produced 
or attitudes relative to one’s own ego, the image of one’s ego etc., 
are called upon. 
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Sherif and Cantril (1947) define the ego as constellation of 
attitudes of the type ‘what I think of .myself’, ‘what I value’, ‘what is 
mine’, etc. Thus defined their ego is the sclf-as-object and not the 
working ego of psychoanalytic theory. They assert that, 

“apart from the constellation of these ego-attitudes there is no 
such entity as the ego” (1947, p. 4). 

Yet by implication their ego is something more than a self-as- 
object for if the ego becomes involved, it motivates behaviour. Sherif 
and Cantril’s (1947) work is replete with studies and examples .of 
ego as motive. They maintain that when the ego (self) attitudes are 
activated they energize, direct, and control the person’s behaviour 
that do the same thing; but it is one of the main thesis of their work 
that the ego attitudes are more efiective motivators of behaviours 
than the non-ego motives are. Thus when a person is given a task 
to perform he will do it in a more or less perfunctory manner, mnless 
his ego-attitudes are aroused. If he feels, for instance, that his self 
respect. is at stake he will work much harder. It is regrettable that 
Sherif and Cantril (1947) did not differentiate more clearly between 
self as object and ego as process. 

In a more recent discussion of the self, however, Sherif (1962) 
uses the terms ego and self interchangeably. They not only both 
refer’ he says, to the individual’s attitudes towards himself, towards 
other people, and towards social institutions, but they also influence 
his behaviour. This means according to Sherif and Cantril self 
(or ego) is both object and process. 

Sherif and Sherif (1956) also state that ; 

“an individual is ego involved when one or more ego attitudes 
participate as factors in determining his experience and behaviour. 
Ego attitudes become operative as internal factors within the 
frame of reference at a given time because of their relevance to 
externa] stimulus factors. Ego involved activity is goal-directed. 
Like any other motive, an ego attitude implies specific 
expectations towards a certain goal, ideal, or value. Whether the 
individual is aware of the fact or not, ego involved activity 
produces differential effects on his experience and behavior. 
'yVhen he is ego involved, his reactions are no longer neutral; 
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they arc not haphazardly distributed around au indifTerence 
point. His reactions in perceiving, judging, remembering are 
heavily loaded by the goal-directed nature of the involvement.” 

Recently Eaglcy and Manis (1966) reported a related finding. 
Ego involved subjects responded more negatively to a discrepant 
communication than less involved si bjccls. On the basis of this 
finding it may be concluded that the range of assimilation is inversely 
related to the degree of personal involvmemcnt. Prior to this Sherif 
and Hovland (1961) had also arrived at the same conclusion when 
they focussed on involvement as one of the more significant factors 
creating resistence to persuasion. They saw involvement as reducing 
attitude change. 

Ego Involvement in the Dictionary of the Social Science (1969) 
also refers to the process (or the state which emerges from that process) 
by which the ego (q. v) becomes identified with various objects, acts, 
attitudes, values, and so on the extent that their fate becomes the fate 
of the ego— a threat to them threatens the ego, and their enhancement 
exalts the ego. This involvement of the ego leads to particularly 
intensive, strongly motivated behaviour when such outside elements 
seem to be pertinent to the action situation. Goldenson (1970) 
states ; 

“We do not react to all situations with the same degree of effort 
or concern. The more deeply our goals and self esteem are 
concerned, that is, the more ego involved we are, the more 
intense our reactions.” 

According to him ego-in\ olvement is a broad concept that brings 
about many aspects of experience. It helps to account for our inner 
conflicts, our self concept, and the feelings of frustration, we so often 
experience. 

Concept of Involvement in Education 

In the educational context the theme most consistently recurring 
during the past more than half century ctin be summarized in a single 
statement : 

“Learning is dependent on the behaviour or the involvement of 
the learner” (Anderson, 1975). 
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This belief has been stated in various forms by Morrison (1926). 
Wheat (1931), Tyler (1950), Carroll (1963) and Roth Kopf (1970). 
As popular as this belief there has been very little research which has 
been conducted to test the appropriateness of this belief, particularly in 
a school learning situation. 

Ozcelik (1973) identified student involvement as the major 
factor in achievement for school learning. Student involvement is 
treated as a function of perceived instructional quality and of entry 
variables in the areas of cognition and attitude. 

Anderson (1975) investigated the relationship between selected 
student characteristics, student involvement in learning and achieve- 
ment. Both naturalistic and experimental studies were conducted. A 
significant positive relationship was found to exist between student 
involvement in learning and achievement as well as between student 
involvement and selected student and environmental characteristics in 
both studies. 

Eugene (1976) also studied the relationship among student 
involvement and student achievement, and found a positive relation- 
ship. Besides, some other researchers have worked on student 
involvement in school activities and tried to find out its relationship 
with many other factors. 

While studying the significant correlates of secondary school 
failures Varma (1966) found that scholastic success was due to a high 
degree of ego involvement and good study habits. The ego involve- 
ment indicated the degree of persistence. 

A study was conducted by Adams (1975) to see the relationship 
that might suggest what factors are related to children’s choosing 
active involvement in interactive activities for contributing to children’s 
enjoyment, learning and ability to respond positively to others. 
Significant correlations were observed between involvement in the 
activity and self confidence. The correlations also suggested that 
subjects who did become involved (i) expressed enjoyment, (ii) 
believed that they were learning, and (iii) gained in ability to respond 
positively to other classmates. This study indicates that involvement 
reflects all the three aspects of experience, namely, affective, cognitive 
and conativc. 
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Involvement ns Participation 

Many authors have used the term purely in the sense of parlici- 
palion of the student or learner in certain activities. YanofT's (1973) 
study, for example, proposed to examine the differential effects of 
involvement on elementary school children taught with open teaching 
styles. Involvement in this study was defined as the degree of affect 
or feeling of being actively involved in one's own learning process. 

Ball (1973) also used the term in the .sense of class participation 
and suggested that dividing classes into groups of 5 or 6 students 
would result in greater involvement and effective learning, Lounsbury 
and Tornatzky (1975) also used the term involvement in the sense of 
participation in various activities, that is, group discussion, which 
produced a significantly greater degree of behavioural commitments. 
Griffin (1974) also conceptualized involvement of students as personal 
participation in a learning situation and prepared a direct involvement 
scale to measure this personal participation. 

As a matter of fact, Shcrif and Cantril’s (1947) concept of ego 
involvement encompasses mere participation on the part of the 
individual and, therefore, the two have a common basis, that is, 
involvement of certain ego attitudes. 

Carroll (1963) quantified student involvement in learning with 
the use of a single variable, time. Time according to him was not 
the ‘elapsed time’ (the time during which the student is in the presence 
of the instructor or instructional material) ; rather time referred to 
the amount of time that the student was actively involved in learning. 
He hypothesized several characteristics of the learner and the learning 
environment that would affect the student involvement. The learner 
characteristics were defined in terras of variables which were fairly 
stable (that is, highly resistcut to change), such as intelligence, aptitude 
and motivation. 

The results of Carroll’s study support to the importance of 
student involvement in learning as a central variable in the school 
learning process. The model on which this study is based used 
achievement as an indicator of the student involvement in learning, 
and the affective and cognitive entry behaviours as an indicator of 
the learning environment. The emphasis in education, accordingly 
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■-liou'.ci he on i'.clpinp tiic 'iludcnt become involved in the learning 
proccee (or taeh) and maintaining tlii'; active involvement (time on 
taskt by providing him \\it!i the nccc!:<iary cognitive pre-requisites, 
helping him to maint-.in a higli afTcctivc cntr>' level, and providing 
3 learning environment which allows for initial variation in student 
characteristic"- by otfering svirying amount of elapsed time and help. 
According to the author, once this involvement in learning occurs, 
and is maintained ; learning follows. It is important to note that 
the antecedent variahlcs which arc related to, anil afTcct time on task, 
can be reasonably defined in terms of leamable, alterable character- 
istics of the student. 

Involvement and Need Satisfaction 

A relationship between involvement and need satisfaction has 
been visualized by a few researchers. Though the number of such 
studies is a vcr>’ limited one, these studies indicate that a positive 
relationship docs c.xist between personal involvement of students in 
any activity and the satisfaction of their needs. 

Perkins (1975) conducted a study to find out this relationship 
and found a significant positive relationship between the two. Rufus 
(1976) also arrived at the same conclusions. His study indentified 
student’s psychological needs and college environmental perception 
from which a congruence factor was computed and related to 
involvement in student activities. It was found that there was a 
significant relationship between activities involvement and satisfaction 
for male students, not for female students. 

To sum up, it is obvious that ego attitudes of the individuals 
have been considered to be implied in all the ego-involved activities. 
In some studies ego-needs have also been presumed to be involved. 
The concept of involvement in this investigation also rests on the 
concept of need satisfaction. 

‘Involvement’ as Conceptualized in this Investigation 

In this investigation involvement is defined as an identification 
with the task to be accomplished. The degree of involvement will 
be determined by the (i) number of- needs satisfied, nnd (ii) the extent 
of their satisfaction through the performance of the task. 
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When any nclivily results in satisfaction or perception of 
satisfaction of certain needs, the activity docs not remain merely 
perfunctory. Tlic individuals feels a sense of identification with the 
activity and enjoys being at it. He tries to do his best in it. In this 
study it has been postulated that need dissatisfaction or frustration 
of any one of the needs will give rise to discomfort to the individual 
and he will strive to satisfy that need. The individual’s actual feelings 
of satisfaction of these needs or the perception of satisfaction of the 
needs, which is the desired outcome will have a reinforcing effect and 
will energize the behaviour. On the contrary if the needs are not 
satisfied, frustration will result and the individual’s behaviour will not 
be reinforced and he w'ill not feel involved in the activity. 

The ten needs (Murray, 1938) taken into consideration for this 
investigation are 


0) 

n — Abasement 

(iO 

n— Achievement 

(iii) 

n— Affiliation 

(iv) 

n— Aggression 

(V) 

n— Autonomy 

(Vi) 

n— Deference 

(vii) 

n— Nurturance 

(viii) 

n — Order 

(ix) 

n— Recognition and 

(X) 

n— Succorancc. 


Involvement as conceptualized in this study may be classified 
as an intrinsic motivation. Intrinsic motivation, as discussed in 
chapter 2 has been postulated by various authors. Deci (1975), for 
example states t 

“Intrinsically motivated activities are ones for which there is no 
apparent reward except the activity itself. People seem to engage 
in the activities for their own sake and not because they lead 

to an extrinsic reward . One can observe that there is 

no apparent reward and that the person is deriving enjoyment 
from the activity.” 
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The above definition does not seem to be a very satisfactory one 
since it does not help one to understand the psychological basis of 
intrinsic motivation. Berlyne (1971) rightly points out that an 
activity cannot in any meaningful sense reinforce itself, but rather 
what it can do is bring about certain internal consequences which the 
organism experiences as rewarding. The definition of involvement 
given above addresses itself to the internal consequences, namely, 
satisfaction of needs which is a rewarding experience for the organism 
and those behaviours which bring about satisfaction of these needs 
get reinforced. 

In the present investigation the activity is of studies and it is 
presumed that various ego needs of the individual are satisfied 
through study related behaviours. The extent of satisfaction of needs 
is presumed to be the extent of involvement in studies. 

Operationally, involvement in studies is defined as an individual’s 
score on the Study Involvement Inventory which has been developed 
for this investigation. 

On the basis of the scores on this inventory the total sample 
has been divided into three groups as given below : 

(i) High Involvement Group : 27 percent top scores on Study 
Involvement Inventory from the total sample constitute this group. 

(ii) Low Involvement Group : 27 percent bottom scores on 
Study Involvement Inventory from the total sample constitute 
this group. 

(iii) Average Involvement Group : The remaining middle 46 
percent scores on Study Involvement Inventory from the total sample 
constitute this group. 
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RESULTS 


In order to test the hypotheses formulated in chapter 3, various 
statistical techniques as discussed below have been applied to the data. 

Univariate and Bivariate Analysis of Data 

Univariate and bivariate methods of statistical analysis are 
concerned with only one and two variables respectively. 

In the present study means and standard deviations have been 
computed for all the 38 variables for the total sample of 600, and 
all the three groups, namely, High Involvement, Average Involvement 
and Low Involvement Groups. These groups are as follows : 

Groups Number of Students 

High Involvement 1 32 

Average Involvement 296 

Low Involvement 172 

Total 600 

Product— moment correlation coefficients (Pearson, 1929) 
were computed between all the 38 variables for the total sample of 
600 students. 

I 

Table 6-1 shows the inter-correlation matrix. 

t— Test : (Ferguson, 1976) was applied to find out significance 
of difference between the means of the high involvement and low 
involvement groups. 

Chi— Square Test (X® — test) : Of association, a non-parametric 
technique (Siegel, 1956) was applied to find out the association between 
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the criterion \-.'’.rinWc, <;tucicnl involvcriicnl in stiidic?; niicl background 
variables, vhich arc in discrete categories. 

Multivariate Analysis 

‘‘Multivariate analysis is a branch of statistics concerned with 
multiple measurements that have been made on one or several 
samples of individuals. The multivariate character lies in the 
multiplicity of the p— variables and notin the size of the set. 
Moreover, the variable.s are inter-dependent so that it is not 
possible to split them off and study them separately" (Cooley 
and Lohnes, 1971). 

Multivariate techniques used to analyze the data in this investi- 
gation are discussed below ; 

Stepwise Multiple Regression Analysis : This method seeks the 
best set of predictors. Variables are added or dropped according to 
the statistical significance of their contribution to the prediction of 
criterion variable. Stepwise analysis has- been applied to all the 
variables in the data except the total marks at IX and X class levels. 
In this analysis an attempt has been made to estimate the net effect of 
each set of predictors separately and then the joint effect of all the sets 
of predictors. The method is referred to as the ‘explained variance 
decomposition analysis’ (Mukherjee, 1977). 

Partial Correlation : In the present investigation first order 
partial correlation has been computed between involvement in studies 
and various psychological variables holding the effect of social 
desirability constant. 

Discriminant Function Analysis : has been used to identify the 
variables that discriminate between the two extreme groups of students 
having high and low involvement in studies. 

The study of Wood (1971) revealed that the item weight of 
discriminant function analysis was most effective in distinguishing the 
extreme groups. Hence the analysis in this study was restricted to the 
extreme groups only. 
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Involvement in Studies nnd Bacli^roiind ^^arinI)Ics 
Hypolliesis I ; 

ri ^ ^’ypoihcsf.<; States flmi certain background variables 

Ike sex, birth-oidcr, caste of student, management of school, type of 
sc ool, geographical location of school, and socio-economic status are 
related to involvement in studies. Tables r,-2 and r.-3 show the 
results. 


Table (i*2 


Infercorrclafions between Involvement in Studies 

and Bacbcround Variables: tN=finni 

Variable 


r 

Sex 


-•121** 

Birth-order 


—023 

Caste of student 


•085* 

Management of school 


•035 

Type of school 


-•085* 

Geographical location of school 


--201** 

Socio-economic status 


•069 

'•■■ — Significant at • 

05 level. 


’^'^—Significant at -i 

D1 level. 


Table 6*3 



Means and Standard Deviations 

- 

■ — Buekground Variables ^N=600) 


Variable 

Mean 

S.D. 

Sox ~ ^ ■■ 

1-603 

450 

Birth-order 

1-927 

•728 

Caste of student 

1-910 

•292 

Management of school 

1-430 

•868 

Type of school 

1-847 

•720 

Geographical location of school 

1-202 

•402 

— — Socio-economic status 

45-840 

13-545 

Note : All the background variables except socio-economic 


fS ’ — 

status have been coded. 
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Tnter-correlations in table 6 : 2 show that only sex (r= — *121, 
significant at 1% level), caste of student (r='085, significant at 5% 
level), type of school (r=— -085, significant at 5% level), and 
geographical location of school (r=— *201, significant at 1% level) 
are related to the involvement in studies. 

The results show that girls are more involved in studies than 
boys. This is confirmed by the findings that students from schools 
exclusively for girls are more involved. It reveals that girls’ needs 
are satisfied through studies to a greater extent than the boys’. It 
may be true because boys engage themselves in multifarious types 
of activities in and outside the home, whereas girls are expected to 
be engaged in a very limited number and types of activities. They 
do not go out of the house so much and, therefore, it may be possible 
that they find more satisfaction of their needs through study related 
activities. 

The results obtained seem to fit in our present cultural context. 
Women in our culture had more defined roles. Their aspirations 
have been mainly determined by the external factors such as society 
and family. Recently there has been an upsurge in the pattern of 
thinking of girls and women. The enforcement of the constitutional 
prerogatives has put men and women on equal footing in relation to 
the world of work. Also, there has been a tremendous expansion 
in the variety of occupations both for men and women. Hence the 
present awakening amongst women to strive for entering into almost 
all occupations. This consciousness in women is evident not only 
in relation to various fields of occupations but at various levels of 
occupations also. It is obvious that education is a very potent factor 
in determining the vocational development of an individual and his 
employability. Therefore, it is not surprising that girls have a higher 
involvement in studies. It may be due to their aspirations for equally 
prestigious occupations as for the men (Gaur, 1973). Also girls have 
a strong sense of insecurity for in our society a girl’s education is 
not considered an economic need. It is a status symbol in many 
communities. If the girls fail or do poorly in the school, their 
education is stopped, they are not sent to the school any more and 
are got married. While boys are sent to the school inspite of their 
poor performance. Therefore, in order to continue the education, 
girls have to be highly motivated to study and have to show good 
performance in the school and examination, 
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Tlic correlation in table 6-2 sliow tlial none sclicdulcd caste 
students are more involved in sludic.. This maybe because of the 
value systems of tlic scheduled caste and non sclicdulcd caste groups. 
In tlic present study, it has been observed that 8‘9% of the non 
scheduled caste students arc first generation learners while 48% of 
the scheduled caste students iiciong to this category. Studies have 
sliown that there is a wide difference between the attitudes and values 
of the first generation learners and non first generation learners. 
The pilot phase of a research conducted in the Educational and 
Vocational Guidance Unit of National Institute of Education, 
NCER7', New Delhi (197S) has sliown that the first generation 
learners and non first pcncnilion learners differ as regards their work 
values. Sixteen work values, namely, social service, independence, 
ability, fame, economic gain, security, power, glamour, leisure, 
adventure, prestige, education, interest, eflcct, leadership, and obedience 
were studied. It was found that the most striking dilTerence between 
the two groups is evident on education, which is number one in the 
liicrarcliy of values with non first generation learners, but is number 
twelve with first generation lenmers. Similarly economic gain and 
glamour arc very liigli for them in the hierarchy of values but they 
arc quite low with the non first generation learners. 

Also anotlier imporiatii reason of the lack of involvement in 
scheduled caste students may be a sense of extreme security. In th® 
Indian Constitution many privileges like reservation of seats m 
colleges, tecliniral and professional institutions, reservation of posts 
in almost all the jobs at all the levels, relaxation of age limit and 
educational qualifications etc., have been given to the scheduled castes 
and other backward classes. Because of (his constitutional protection 
these groups do not feel motivated to do hard work, rather they try 
to seek gratification of (heir needs through other non-academic 
pursuits. 

Geographical location of the school is related to the involve 
ment in studies. Students in the urban schools show more 
ment than students in the rural schools. This may perhaps be due 
to the fact that the urban schools provide such education w 
satisfies the psychological needs of the students to some ex^ten , 
whereas, the rural schools do not satisfy students persona n 
Their social and vocational needs are also different which t e pr 
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curriculum does not seem to satisfy and, therefore, these students 
do not feel motivated to study and continue education. 

These findings are contrary to the findings of Mehta, et al (1967) 
and Mehta (1969) who found no difference in students’ academic 
motivation in the rural and urban schools. 

Though socio-economic status of the students’ family does not 
show statistically significant relationship with their involvement in 
studies, there is an indication that higher SES students seem to have a 
higher involvement. Hayes (1969), Seidel (1970) and Stavros (1972) 
in their investigations found a definite positive relationship between 
the two. 

Birth-order also does not seem to have statLstically significant 
relationship with involvement in studies. The results, however, point 
that the eldest or first born child shows more involvement in studies. 
This may be explained by making an assumption that the first born 
person who gets dethroned by later born sibs will be anxious about 
losing his position and losing.the love of his parents, and would, thus 
be oriented towards other activities (preferably the study related 
activities, because by this time he starts education) to get his needs 
fulfilled. The first and the only child who by definition does not get 
dethroned by later sibs is still involved in approval seeking behaviour 
that has its source in the typically intense dependent relationship that 
parents form with an only child. The only child, therefore, gets 
involved in those activities which are preferred by his parents and 
seeks gratification of his needs through them. 

Management of school also does not show significant relation- 
ship, but there is an indication that students in Public (private), and 
Central Schools show more involvement. This may be because the 
Public and the Central Schools pay more individual attention to the 
child and try to socialize him according to the needs of the school. 
These schools are more result-oriented and, therefore, encourage 
students to feel more involved in studies. Moreover, these schools 
try to satisfy the students’ needs to a greater extent as compared to the 
Government and Private-aided Schools, where the number of students 
is more in each class and individial attention may not be possible. It 
may also not be unreasonable to believe that the differential back- 
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The correlation in table 6'2 sliow that none scJicduIed caste 
students are more involved in studies. This may be because of the 
value systems of the scheduled caste and non scheduled caste groups. 
In the present study, it has been observed that 8-9% of the non 
seheduled caste students are first generation learners while 48% of 
the scheduled caste students belong to this category. Studies have 
shown that there is a wide difference between the attitudes and values 
of the first generation learners and non first generation learners. 
The pilot phase of a research conducted in the Educational and 
Vocational Guidance Unit of National Institute of Education, 
NCERT, New Delhi (1978) has shown that the first generation 
learners and non first generation learners differ as regards their work 
values. Sixteen work values, namely, social service, independence, 
ability, fame, economic gain, security, power, glamour, leisure, 
adventure, prestige, education, interest, effect, leadership, and obedience 
were studied. It was found that the most striking difference between 
the two groups is evident on education, which is number one in the 
hierarchy of values with non first generation learners, but is number 
twelve with first generation learners. Similarly economic gain and 
glamour are very high for them in the hierarchy of values but they 
are quite low with the non first generation learners. 

Also another important reason of the lack of involvement in 
scheduled caste students may be a sense of extreme security. In the 
Indian Constitution many privileges like reservation of seats in 
colleges, technical and professional institutions, reservation of posts 
in almost all the jobs at all the levels, relaxation of age limit and 
educational qualifications etc., have been given to the scheduled castes 
and other backward classes. Because of this constitutional protection 
these groups do not feel motivated to do hard work, rather they try 
to seek gratification of their needs through other non-academic 
pursuits. 

Geographical location of the school is related to the involve- 
ment in studies. Students in the urban schools show more involve- 
ment than students in the rural schools. This may perhaps be due 
to the fact that the urban schools provide such education which 
satisfies the psychological needs of the students to some extent, 
whereas, the rural schools do not satisfy students’ persona] needs. 
Their social and vocational needs are also different which the present 
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curriculum does not seem to satisfy and, therefore, these students 
do not feel motivated to study and continue education. 

These findings are contrary to the findings of Mehta, et al (1967) 
and Mehta (1969) who found no difierence in students’ academic 
motivation in the rural and urban schools. 

Though socio-economic status of the students’ family does not 
show statistically significant relationship with their involvement in 
studies, there is an indication that higher SES students seem to have a 
higher involvement. Hayes (1969), Seidel (1970) and Stavros.(] 972) 
in their investigations found a definite positive relationship between 
the two. 

Birth-order also does not seem to have statistically significant 
relationship with involvement in studies. The results, however, point 
that the eldest or first born child shows more involvement in studies. 
This may be explained by making an assumption that the first born 
person who gets dethroned by later born sibs will be anxious about 
losing his position and losing.the love of his parents, and would, thus 
be oriented towards other activities (preferably the study related 
activities, because by this time he starts education) to get his needs 
fulfilled. The first and the only child who by definition does not get 
dethroned by later sibs is still involved in approval seeking behaviour 
that has its source in the typically intense dependent relationship that 
parents form with an only child. The only child, therefore, gets 
involved in those activities which are preferred by his parents and 
seeks gratification of his needs through them. 

Management of school also does not show significant relation- 
ship, but there is an indication that students in Public (private), and 
Central Schools show more involvement. This may be because the 
Public and the Central Schools pay more individual attention to the 
child and try to socialize him according to the needs of the school. 
These schools are more result-oriented and, therefore, encourage 
students to feel more involved in studies. Moreover, these schools 
try to satisfy the students’ needs to a greater extent as compared to the 
Government and Private-aided Schools, where the number of students 
is more in each class and individial attention may not be possible. It 
may also not be unreasonable to belieye that .the diflerential ba 9 l?- 
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grounds of parents liavc significant implications of their children’s 
interest in scholarly attainments. As Holland (1957) while seeking 
answers to fundamental questions regarding institutional productivity, 
concludes that the evidence argues strongly against the 'institutional 
productivity’ hypothesis, variations in institutional productivity are 
probably due to the divergent proportions of high-aptitude students in 
these institutions and to dificrenccs in their educational motivations, 
which may be self-evident, but also with respect to underlying 
attitudes, values and intellectual dispositions. The investigator 
concludes that difierential institutional productivity resides in who the 
students are rather than in what the institutions do, 

Thistlethwaite (1959, 1959a, I960), on the other hand, has 
reached an opposite conclusion, that even if the quality of students is 
equated, there still remains an appreciable institutional effect. He has 
found wide variations in productivity independent of the quality of the 
student body Thistlethwaite thus emphasizes the school variables 
which may be more important than the quality of the students. 

T (b)— According to this hypothesis, students in high and low 
involvement groups differ as regards to these background variables. 
Chi — square test of association was applied to see whether the back- 
ground variables are independent of or associated with the criterion 
groups The results are presented in the following table. 


Table 6 4 

Resnlts of Chi- square Test for 
Background Variables 


Variable 

df 

X* Value 

Sex 

1 


Birth-order 

2 

218 

Caste of student 

1 

0-99 

Management of school 

3 

5-11 

Type of school 

2 

6-81* 

Geographical location of school 

1 

13-73* 


* — Significant at ’05 level. 
Significant at -01 level. 
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Each background variable was studied separately to see its 
relationship with involvement in studies. The results are presented in 
the following tables ; 


Table 6 ; 5 

Comparison between High and Low Involvement 
Groups in respect of Sex of Students 


Code No. 

Sex 

High Group 

Low Group 



(N=132) 

(N=172) 

1 

girls 

63 

59 

2 

boys 

69 

113 


Chi-square=-5-6l dP=l Significant at ‘05 level. 


Chi-square test of association between high and low involve- 
ment groups in respect of sex indicates a significant difference at 5% 
level between the two groups. It reveals that significantly more 
number of girls have high involvement whereas more boys show low 
involvement in studies. 


Table 6 : 6 

Comparison between High and Low Involvement 
Groups in respect of Birth-order of Students 


Code No 

Birth-order 

High Group 
(N-132) 

Low Group 
(N=172) 

1 

First bora 

42 

43 

2 

Middle born 

65 

86- 

3 

Last bora 

25 

43 

Chi-square= 2 - 1 8 

df=2 

Not significant. 


The results of the Chi-square test of association 'between the 
high and low involvement groups and birth-order of students show 
no significant diflference. The trend, however, reveals that more 
number of the high and low Involvement groups belong to the first 
bom and last born categories respectively. 
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Table 6 : 7 

Comparison between High and Low Involvement 
Groups in respect of Caste of Students 



Caste 

High Group 

Low Group 



(N=132) 

(N=172) 


Scheduled caste 

12 

22 


Non Scheduled caste 

120 

150 


Chi-square=0'99 df= 1 Not significant. 


The results of tlie Chi-square test of association between the 
high and low involvement groups in respect of caste of students 
indicate no significant difference between the two groups. 

Table 6 : 8 


Comparison between High and Low Involvement 
Groups in respect of Management of School 


Code 

No. 

Management of 
school 

High Group 
(N= 132) 

Low Group 
(N=172) 

1 

Government 

105 

133 

2 

Private aided 

17 

20 

3 

Public (private) 

4 

15 

4 

Central School 

6 

4 


Chi-square=:5’ll df=3 Not significant. 


The results show that there is no relationship between involve- 
ment in studies and management of school. 

Table 6 : 9 


Comparison between High and Low Involvement 
Groups in respect of Type of School (sexwise) 


Code 

No. 

Types of 
school 


High Group 
(N= 132) 

Low Group 
(N=172) 

1 

Girls’ 


60 

53 

2 

Boys’ 


55 

91 

3 

Co-education 


17 

28 


Chi-square=6-81 df=2 Significant at -05 level. 
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The results of Chi-square test of association in the above table 
show that there is a significant difference between the high and low 
involvement groups in respect of the type of school. It is obvious 
that the high involvement group consists of a larger number of 
students'from girls’ schools and the low involvement group consists 
of a larger number of students from boys schools. 

Table 6 : 10 


Comparison between High and Low Involvement 
Groups in respect of Geographical location 
of School 


Code 

Geographical 

High Group 

Low Group 

No. 

location of 
school 

(N=132) 

(N==172) 

1 

Urban 

106 

104 

2 

Rural 

26 

68 


Chi-square= 13-73 df=l Significant at -01 level. 


Chi-square test of association between high involvement and 
low involvement groups in respect of geographical location of schools 
indicates a significant difference between the two groups at 1% level. 
The results indicate that significantly more number of high involvement 
students belong to the urban schools as compared to low involvement 
students, who come from rural schools. 

Involvement in Studies and Psychological Variables ; 

Hypothesis II : 

II (a)— This hypothesis states that level of aspiration is related 
to involvement in studies. Table 6-11 shows that the correlation 
between level of aspiration and involvement in- studies is —-042 which 
is not significant. This correlation denotes almost no relationship 
between these two variables. Thus hypothesis II (a) has not been 
supported. 

II (b)— The hypothesis that social desirability is related to 
involvement in studies is also not supported in view of the correlation 
between these two variables. Table 6 1 1 shows the correlation as 
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•074. This may be due to the fact that the Edward’s Social Desira- 
bility Scale and Study Involvement Inventory measure two different 
things and the element of social desirability is not included in Study 
Involvement Inventory in the sense Edward conceptualizes it in the 
SD scale. 

II (c) — This hypothesis states that characteristics preferred by 
parents are related to involvement in studies. Correlation coefficient 
between characteristics preferred by parents and involvement in 
studies is — 0-025 (table 6 ; 1 1) which denotes almost no relationship 
between these two variables. Thus this hypothesis is also not supported 
by results. 

Table 6 : 11 

Correlations and First Order Partial Correlations 
between Involvement in Studies and Psychological 
Variables (N = 600) 


Variable 

r with IIs 

Partial r, Partialling 
Social Desirability 

Level of Aspiration 

-•042 

—045 

Social Desirability 

•074 

— 

C.P.P, 

—•025 

—•027 

HSPQ Factors 



Sociability 

•185** 

•176** 

Intelligence 

•112** 

•105* 

Ego-strength 

•095* 

•074 

Excitability 

•46 

•025 

Dominance 

—•075 

—079 

Surgency 

•099* 

•094* 

Super-ego strength 

•212** 

•391** 

Adventurousness 

•129** 

•109** 

Sensitivity 

—•017 

—•004 

Passive Individualism 

-•028 

—018 

Guilt proneness 

-•033 

—023 

Self sufficiency 

—•055 

—•052 

Self control 

—•156** 

•146** 

Ergic tension 

-•034 

—027 


*— Significant at -05 levfel. 
Significant at *01 level. 
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II (d)— This hypothesis states that fourteen personality factors 
like sociability, ego strength, excitability etc., as measured by HSPQ 
are related to involvement in studies. 

To study these relationships zero order correlation coefficients 
and first order correlation coefficients were computed between these 
fourteen personality factors and involvement in studies. Table 6" 11 
, presents these correlation coefficients. 

The results show that individuals who are highly involved in 
studies, have higher sociability (r=’185 at 1% level), intelligence 
(r=T12atl% level), ego strength (r— '095 at 5% level), surgency 
(r=-099 at 5% level), superego strength (r=‘212 at 1% level), 
adventurousness (r— ’129 at 1% level), and higher self control (r=’156 
at 1% level), as compared to those who have low involvement in 
studies. It is clear from table 6-11 that even the partial correlations 
of the first order between the involvement in studies and all the 
personality variables keeping the efiect of social desirability constant 
do not yield difierent results. Only in the case of ego strength the 
first order partial correlation becomes insignificant after partialling 
out the effect of social desirability. 

Relationship between various personality characteristics and 
academic motivation has been studied by various persons. . The 
investigator (Bhatnagar, 1976) in a study to see the efficacy of 
individual counselling as a guidance technique, found that many 
psychological factors such as anxiety, nervousness, lack of self 
confidence etc., were associated with the low academic motivation of 
bright under-achievers. 

Prior to the above findings Goldstein and Heilburn Jr’s (1962) 
research has also indicated that certain personality factors are signifi- 
cantly related to academic motivation. 

11(e)— This hypothesis states that high and low involvement 
groups differ as regards to these psychological variables. In order to 
test this hypothesis t— test was applied to compare the means of the 
high and low involvement groups. The results are presented in 
table 6T2. 

A look at the results reveals that the high and low involvement 
mixed groups of boy.s and girls do not differ significantly in terms 
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of level of aspiration and social desirability. This may be due to 
the internalization of social values and goals by the low involvement 
group also, because of the metropolitan nature of the city of Delhi, 
whereas the discrepancy in the involvement in studies remains there 
as the needs satisfied through study vary and the behavioural mechanism 
requisite for attaining the goals and values have not been internalized. 
Katz (1967) also arrived at these conclusions while discussing the 
cDect of socialization of academic motivation in minority group 
children. 


Table 6 : 12 

Psychological Variabes — Mean and S. D. of the High 
InYolvement and Low Involvement Mixed Gronps 

and t Value 


Variable 

H I (N=132) 

1 

1 

LI(N=172 

i 

1 t Value 


1 i 

Mean 1 S. D. 

> 1 

Mean | S. D 

1 



Level of Aspiration 

5-008 

21-703 

5-930 

24-435 

-0-342 

Social Desirability 

25-189 

4-691 

24-564 

5-595 

1-422 

Intelligence 

18-432 

4-997 

16-570 

6-534 

2-720** 

C. P. P. 

8-788 

1-863 

8-901 

2-005 

-0-503 

Sociability 

10-295 

2-765 

9-267 

2-909 

3-120** 

Intelligence (HSPQ) 

4-379 

1-197 

4-006 

1-379 

2-474* 

Ego-strength 

9-409 

2-691 

8-971 

2-950 

1-333 

Excitability 

8-629 

2-753 

8-174 

2-541 

1-490 

Dominance 

5-833 

2-747 

6-326 

2-404 

—1-663 

Surgency 

9-765 

2-614 

9-041 

2-479 

2-467* 

Super-ego strength 

11-311 

2-387 

10 000 

2-687 

4-422** 

Adventurousness 

9-455 

2-890 

8-762 

2-927 

2-057* 

Sensitivity 

7-621 

2-857 

7-797 

2-706 

-0-546 

Passive individualism 

7-083 

2-266 

7-378 

2-306 

-1-112 

Guilt proneness 

6-152 

2-927 

6-808 

4-932 

-1-357 

Self sufficiency 

7-500 

2-183 

7-634 

2-205 

-0-526 

Self control 

11-167 

2-453 

10-302 

2-781 

2-825** 

Ergic tension 

6-823 

2-931 

6-924 

2-931 • 

-0-269 


* — Significant at .05 level. 
Significant at .01 level. 
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Table 6 : 13 

Psychological Variables —Mean and S.D. of the High 
Involvement Girls and High Involvement Boys 
and t Value 


Variable 

H I Girls (N=63) 

H I Boys (N=69) 

t Value 

Mean 

1 

1 S.D. 

1 

! 

Mean 

1 

1 S.D. 

1 

Level of Aspiration 

0-731 

20-509 

8-913 

22.025 

-2-203* 

Social Desirability 

23-667 

4-518 : 

26-580 

4-405 

-3-749** 

Intelligence 

18-159 

5-075 

18-681 

4-912 

-0-601 

C. P.P 

8-849 

1-534 

■8-834 

1-946 

-0-049 

Sociability 

10-365 

2-565 10-232 

2-935 

0-276 

Intelligence (HSPQ) 

4-333 

1-234 

4-420 

1-160 

-0-417 

Ego strength 

9-143 

2-777 

9-652 

2-587 

-1-091 

Excitability 

8-984 

2-634 

8-304 

2-820 

1-427 

Dominance 

5-492 

2-894 

6-145 

2-567 

-1-373 

Surgency 

9-698 

2-543 

9-826 

2-699 

-0-280 

Super-ego strength 

10-857 

2-260 

11-725 

2-425 

-2-120* 

Adventurousness 

8-762 

2-860 : 

10-087 

2-770 

-2-703** 

Sensitivity 

8-667 

2-337 

6-667 

2-952 

4-288** 

Passive individualism 

7-556 

2-122 

6-652 

2-308 

2-334* 

Guilt proneness 

6-048 

2-693 

6-246 

3-123 • 

-0-390 

Self sufficiency 

7-079 

2-095 

7-884 

2-190 • 

-2-152* 

Self control 

11-032 

2-624 

11-290 

2-278 

-0-605 

Ergic tension 

7-302 

3-100 

6-406 

2-700 

1-770 


*— Significant at .05 level. 
Significant at .01 level. 
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Table 6 : 14 

Psycliological Variables— Mean and S.D. of the Low 
Involvement Girls and Low Involvement Boys 
and t Value 


Variable 

1 

i LI Girls (N=59)]LI Boys (N= 113) 

' I 

t Value 


1 

Mean 1 S.D. 

1 

1 

Mean j S.D. 

1 



Level of Aspiration 

-3-695 

Social Desirability 

23-102 

Intelligence 

15-983 

C. P. P 

8-568 

Sociability 

9-932 

Intelligence (HSPQ) 

4-034 

Ego strength 

8-492 

Excitability 

8-644 

Dominance 

6-119 

Surgency 

8 881 

Superego strength 

9-593 

Adventurousness 

8-017 

Sensitivity 

8-847 

Passive individualism 

7-068 

Guilt proneness 

7-305 

Self sufficiency 

7-203 

Self control 

10-271 

Ergic tension 

7-153 


24-860 

10-956 

22-639 

-3-895:f=* 

5 081 

25-327 

5-698 

2-522* 

5-385 

16-876 

7.040 

0.852 

2-020 

9-084 

2-200 

0-369 

2-834 

8-920 

2-888 

2-195* 

1-314 

3-991 

1-411 

0-193 

2-837 

9-221 

2-977 

—1-551 

2-503 

7-929 

2-527 

1-767 

2-518 

6-434 

2-334 

-0-818 

2-233 

9-124 

2-594 

-0-610 

2-675 

10-212 

2-669 

-1-443 

2-855 

9-150 

2-888 

-2-453** 

2-448 

7-248 

2-672 

3-833* 

2-269 

7-540 

2-308 

-1-281 

7-569 

6-549 

2-631 

0-959 

2-161 

■7-858 

2-194 

-1-868 

2-791 

10-319 

2-776 

-0-106 

2-754 

6-805 

3-013 

0-739 


«!— Significant at -05 level. 
Significant at -01 level. 
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The results show that when the high involvement girls and boys 
arc compared (table 6T3), there is a significant difference (at 5% level) 
in the level of aspiration with boys showing higher mean score 
(mean=8-9I3) than girls (mean=0-73I), Same pattern is evident 
when both the sexes having low involvement are compared (table 6T4). 
The difference is significant (at ] % level) with boys showing higher 
level of aspiration (mean= 10-956), than girls (mean= 3-695). Boys show 
higher level of aspiration because in the present social set up boys arc 
reinforced for broader range of goals than girls who generally have 
narrow field of goals. This explanation of the differences between 
the sexes is further confirmed by the results holding the sex constant. 

When the sex is held constant, (hat is, when high and low 
involvement girls and boys are considered separately, there is no 
difference in their level of aspiration (tables 6*15 and 6-16 for girls and 
boys respectively). 

As far as the social desirability is concerned, the difiercnce 
between high involvement boys and girls (table 6-13) is significant at 
1% level, with boys showing higher social desirability score (mean= 
26-580) than girls (mean=.-23-667). This shows that boys behave in 
more socially desirable manner than girls. These findings arc contrary 
to the findings of Gupta (1977), who has found that girls show 
conformity and benevolence and live to help others and do what is 
socially correct and desirable. Prior to her, Gill and Spilka (1962), 
and Kelman and Berclay (1963) also concluded that girls were con- 
formists and they preferred to do what was socially correct, desirable 
and acceptable. 

When the low involvement girls and boys are compared (table 
6-14), the groups indicate differences (at 5% level) on social desira- 
bility, The mean scores indicate that the boys show more socially 
desirable behaviour (mean= 25.327) than girls (mean=23-l02). There 
is, however, no difference between the high and low involvement 
groups when sex is held constant (tables 6T5 and 6-16 for girls and 
boys respectively). However, there is an indication that the high 
involvement group in^both the sexes is more socially desirable. This 
is perhaps because involvement in studies is also a socially desirable 
trait. 
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Table 6 : 15 

Psychological Variables - Mean and S. D. of the Low 
Involvement Girls and Low Involvement Boys 
and t Value 


1 

Variable 

HI(N^63) 

LI(N=59) 

1 t Value 

! 

i 

I 

Mean 

I 

( S.D. 

1 

Mean 

1 

1 S.D. 

1 

Level of Aspiration 

0-730 

20-509 - 

-3-695 

24-860 

1-075 

Social Desirability 

23-667 

4-518 23-102 

5-084 

0-650 

Intelligence 

18-159 

5-075 15-984 

5-385 

2-300;*= 

C. P. P 

8-849 

1-534 ' 

8-568 

2-020 

0-178 

Sociability 

10-365 

2-563 

9-932 

2-834 

0-885 

Intelligence (HSPQ) 

4-333 

1-234 

4-034 

1-314 

1-298 

Ego strength 

9-143 

2-777 

8-492 

2-837 

1-281 

Excitability 

8-984 

2-634 

8-644 

2-503 

0-730 

Dominance 

5-492 

2-894 

6-119 

2-518 - 

-1-272 

Surgency 

9-698 

2-543 

8-881 

2-233 

1-881 

Superego strength 

10-857 

2-260 

9-593 

2-675 

2-825*^! 

Adventurousness 

8-762 

2-860 

8-017 

2-855 

1-439 

Sensitivity 

8-667 

2-337 

8-847 

2-448 - 

-0-417 

Passive individualism 

7-556 

2-122 

7-068 

2-269 

1-227 

Guilt proneness 

6-048 

2-693 

7-305 

7-569 - 

-1-238 

Self sufficiency 

7-079 

2-095 

7-203 

2-161 - 

-0-322 

Self control 

11-032 

2-624 10-271 

2-791 

1-550 

Ergic tension 

7-302 

3-100 

7-155 

2-754 

0-280 


*— Significant at .05 level. 
=*** — Significant at *01 level. 
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Table 6 : 16 

Psychological Variables — Mean and S.D. of the High 
Involvement and Low Involvement Boys 
and t Value 


Variable 

H I (N: 

=69) 

LI(N: 

= 113) 

t Value 





Level of Aspiration 

8.913 

22-025 

10-956 

22-659 

-0-597 

Social Desirability 

26-580 

4-405 

25-327 

5-698 

1-562 

Intelligence 

18-681 

4-912 

16-876 

7-040 

1-860 

C. P. P 

8-834 

1-946 

9-084 

2-200 

0182 

Sociability 

10-232 

2-935 

8-920 

2-888 

2-954** 

Intelligence (HSPQ) 

4-420 

1-160 

3-991 

1-411 

2-125* 

Ego-strength 

9-652 

2-587 

9-221 

2.977 

0-995 

Excitability 

8-304 

2-820 

7-929 

2-527 

0-930 

Dominance 

6-145 

2-567 

6-434 

2-334 

0-779 

Surgency 

9-826 

2-675 

9-124 

2-594 

1-751 

Super-ego strength 

11-725 

2-425 

10-212 

2-669 

3-837** 

Adventurousness 

10-087 

2-770 

9-150 

2-888 

2-155* 

Sensitivity 

6-667 

2-952 

7-248 

2-672 

-1-367 

Passive individualism 

6-652 

2-308 

7-540 

2-308 

-2-517* 

Guilt proneness 

6-246 

3-123 

6-549 

2-631 

-0-699 

Self sufficiency 

7-884 

2-190 

7-858 

2-194 

0-077 

Self control 

11-290 

2-278 

10-319 

2-776 

2-446 

Ergic tension 

6-406 

2-699 

6-805 

3-013 

-0-902 


*— Significant at ‘05 level. 
'i==t= — Significant at -01 level. 
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The groups do no! show any difference as far as (he characteristics 
preferred by parents arc concerned. It shows that both the groups 
liavc the same perception of the characteristics expected by their 
parents which is perhaps not indicative of actual characteristics 
preferred by parents. 

Other Personality Variables : The results indicate (table 6 : 12) 
that the high and low involved mixed groups show significant 
differences with respect to certain personality characteristics like 
sociability (at 1% level), surgcncy (at 5% level), super-ego strength 
(at 1% level), adventurousness (at 5% level), and self control (at 1% 
level), with the high involvement group showing higher mean score 
than the low involvement group. This means that the girls and boys 
having high involvement are outgoing, warm hearted and easy going 
whereas those who are not so involved are reserved, detached and 
critical. The high involvement students are more conscientious, 
persevering, rule bound, have stronger super-ego strength, are 
venturesome, socially bold, uninhibited, spontaneous, controlled, 
socially precise, self disciplined and have higher self concept control. 

When the sex is held constant, that is, in case ofhighandlow 
involvement groups of girls (table 6:15) the difference is significant 
(at 1% level) in super-ego strength only, whereas the high and low 
involvement groups of boys (table 6 : 16) show significant differences on 
sociability (at 1% level), super-ego strength (at 1% level), adventurous- 
ness (at 5% level), passive individualism (at 5% level), and self 
control (at 5% level). On all these characteristics, except passive 
individualism, the high involvement boys show higher score. 

When the two sexes are compared on these personality variables 
(table 6 : 13), it becomes clear that high involvement groups of girls and 
boys show significant differences on super-ego strength (at 5% level) 
adventurousness (at 1% level), with boys showing higher mean scores 
on both, sensitivity (at 1% level) and passive individualism (at 5% 
level) with girls showing higher score on both, and self sufficiency (at 
5% level) with boys having higher self sufficiency. 

Low involvement groups of boys and girls on comparison show 
(table 6 : 14) that these two sexes differ significantly on three personality 
variables, namely sociability (at 5% level) with girls having higher 
mean score, adventurousness (at 5% level) where boys show higher 
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mean score and sensitivity (at 1% level) with girls showing higher 
sensitivity. Differences in personality variables of both the sexes may 
be due to differences in socialization processes and child rearing 
practices in the society. The role expectancies between the boys and 
girls are different in the society with emphasis on traditional feminine 
roles for girls. There is no dearth of evidence that different kinds of 
child rearing practices lead to different kinds of personality and 
behaviour patterns (Goodenough, 1957, and Moss, 1967). 

Inrolvement in Studies and Scholastic Achievement : 

Hypothesis III : 

HI (a)— This hypothesis states that the scholastic achievement of 
students is related to their involvement in studies. To test this 
hypothesis product moment correlations were computed between study 
involvement index and marks in all the school subjects as well as the 
total marks attained at the IX and X class levels. The correlations 
are presented in table 6:17. 

Table 6 : 17 

Correlations between Scholastic Acbievement 
and Involvement in Studies (N=600) 


School Subjects 


r with IIs 


English 

Mathematics 

Hindi 

Soc. Studies 
Gen. Science 
Total Marks 

English 

Mathematics 

Hindi 

Soc. Studies 
Gen. Science 
Total Marks 


Class X 

n 

)) ” 

J> >> 

J> »» 

>I » 

Class IX 

»» 

» ’» 

>) » 

>> »» 

M >» 


•136** 

•140** 

• 210 ** 

•147** 

•137** 

■196** 

•134** 

•117** 

•260** 

•184** 

•129** 

•196** 


**— Significant at ‘01 level, 
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The (able reveals lliat all the school subjects arc very highly 
significantly related to the involvement in studies (at 1% level). 
Students who get high marks in school subjects arc highly involved in 
studies. 

A lot of work has been done to study the relationship between 
scholastic achievement and academic motivation but the findings 
arc equivocal. 

Brams (1972) investigated the relationship between academic 
achievement and the personal need satisfaction of students. 250 IX 
grade students served as the population of his study. He found a 
positive relationship between satisfaction of students’ personal needs 
and their academic achievement. 

Sutton (1961) also concluded a positive relationship between the 
two on the basis of a study on school children that a child’s poor 
performance may be due to lack of basic ability or lack of motivation 
of positive emotional involvement. 

Mckeel (1968) investigated the relationship between academic 
performance of engineering students and certain personality and 
environmental factors. He found a positive relationship between 
them. Similarly Schuldt and Smee (1968) revealed that higher 
personality needs accounted for higher achievement of the students 
and low scores on the needs accounted for low achievement of 
students. 

Singh (1965) also concluded that academic motivation was 
positively related to the academic achievement of college students. 

On the contrary certain researches show that these two are not 
related at all. Barial (1966) and Eugene (1976), example, found no 
significant relationship between student involvement and student 
achievement. 

Certain authors are of the opinion that motivation should be 
supplied from outside. Staats (1968), for instance, regards motivation 
as an entity which should be supplied initially extrinsically. He 
assumes, as Skinner (1968) makes explicit that reinforcement which 
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is supplied from outside forces is the most elTective, if not, basically 
the only kind of motivation. Atkinson’s model (1964) of motivation 
also, which is specific to achievement situations, emphasizes that a 
cognitive model of motivation would include extrinsic as well as 
intrinsic motivation to be complete. 

Academic achievement in this study, therefore, may be seen 
as a reinforcement from outside and thus providing extrinsic 
motivation to the individual to feel more involved in studies. 

Table 6 : 18 

Scholastic Achievement— Mean and S.D. of the High 
Involvement and Low Involvement Mixed Groups 
and t Value 


Variable 

HI(N^ 

= 132) 

LI(N= 

172) 

t Value 

1 

Mean | 

1 

S.D. 

1 

Mean | 

1 

S.D. 

English 

Class 

X 

49-773 

8-823 

47-372 

9-516 

2-247* 

Mathematics 

ff 

99 

50-955 

10-934 

47-215 

9-266 

3-224** 

Hindi 

99 

99 

50-735 

10-361 

46-169 

9-846 

3-918** 

Soc. Studies 

99 

99 

50-227 

11-427 

46-791 

10-907 

2-667** 

Gen. Science 

39 

99 

50-879 

9-171 

47-762 

9-603 

2-860** 

Total Marks 

99 

99 

51-000 

10-483 

46-355 

10-432 

3-840** 

English 1 

Glass IX 

50-432 

9-165 

47-808 

8-894 

2-516* 

Mathematics 


99 

52-205 

10-541 

49-134 

9-495 

2-664** 

Hindi 

99 

99 

52-588 

10-574 

46-052 

8-769 

5 883** 

Soc. Studies 

99 

99 

51-424 

10-427 

46-610 

8-565 

4-417** 

Gen. Science 

>9 

1 > 

50-545 

10-115 

48-384 

8-676 

2-003* 

Total Marks 

99 

•5 

54-909 

10-922 

50-244 

8-890 

4-104** 


*— Significant at -05 level. 
**— Significant at -01 level, 
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III (b) — ITigli and low involvement groups differ as regards to 
their scholastic achievement, t —test was applied to seethe difference 
in the acliievemcnt of high and low involvement groups on various 
school subjects. 

It is observed from table 6-18 that all the school subjects both 
at class IX and X levels distinguish clearly between the high and 
low involvement groups with high groups showing higher mean values 
on all the school subjects. 


Table 6 : 19 


Scholastic Achievement — Mean and S.D of the High 
Involvement Girls and High Involvement Boys 
and t Value 


Variable 


H I Girls (N=63) 

1 

HIBoys(N=69) 

1 

1 

t Value 

^ Mean 

1 S.D. 

1 

Mean 

1 

1 S.D. 

1 

English Glass 

X 

49-475 

9-377 

50-043 

8-336 

-0-368 

Mathematics ,, 


51-175 

11-293 

50-754 

10-590 

0-221 

Hindi ,, 

1 ) 

49-079 

11-646 

52-246 

8-760 

-1-775 

Soc. Studies ,, 


50-444 

12-254 

50-029 

10-613 

0-209 

Gen. Science ,, 


50-952 

10-110 

50-812 

8-220 

0-881 

Total Marks ,, 


50-603 

12-101 

51-362 

8-733 

-0-416 

English Class IX 

51-143 

9-208 

49-783 

9-078 

0-854 

Mathematics „ 


53-460 

10-826 

51-058 

10-139 

1-316 

Hindi 

> J 

53-349 

9-255 

51-884 

11 604 

0-797 

Soc. Studies ,, 


51-444 

12-1 2 

51-406 

8-606 

0-213 

Gen. Science „ 

>> 

50-794 

9-648 

50 319 

10-518 

0-269 

Total Marks „ 

>> 

55-905 

11-251 

54-000 

10 531 

1-005 


Table 6 : 19 reveals that high involvement girls and boys do 
not show significant difference in their achievemnet on various school 
subjects. There does not seem to be much difference between the 
^^hievernent of both the sexes having high involvement in studies, 
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Table 6 : 20 


Scholastic Achievement— Mean and S.D of the Low 
Involvement Girls and Low Involvement Boys 
and t Value 


Variable 

L I Girls (N=59) L I Boys (N= 113) 

t Value 


Mean S.D. 

1 

Mean | S.D. 

1 1 



English Glass 

X 

49-847 

9-662 

46-080 

9-178 

2-510* 

Mathematics 

5 > 

>9 

47-051 

9-482 

47-301 

9-151 

-0-168 

Hindi 

99 

99 

44-593 

11-472 

46-991 

8-768 

-1-527 

Soc. Studies 

99 

99 

49-492 

9-837 

45-381 

11-169 

2-385* 

Gen. Science 

99 

|9 

50-271 

8-910 

46-451 

9.691 

2-521* 

Total Marks 

99 

99 

47-712 

10-615 

45-646 

10-265 

1-238 

English Class IX 

50-407 

10-056 

46-451 

7-889 

2-834** 

Mathematics 

99 

99 

49-153 

10-312 

49-124 

9-040 

0-188 

Hindi 

39 

99 

48-695 

9-234 

44-673 

8-184 

2-927** 

Soc. Studies 

3 9 

99 

47-780 

9-132 

46-000 

8-188 

1-300 

Gen. Science 

99 

99 

49-136 

10-582 

47-991 

.7-460 

0-823 

Total Marks 

99 

99 

51-966 

10-151 

49-345 

8-009 

1-855 


Significant at .05 level. 

Significant at .01 level. 

Low involvement girls and boys, however, show significant 
difierence in achievement (table 6 : 20) in English (at 5% level). Social 
Studies (at 5% level) and General Science (at 5% level) at class X level 
and on English (at 1% level), and Hindi (at 1% level) at class IX level. 
It is clear from the table that the difierence in achievement of both the 
sexes is greater at Class IX level but at class X level the difierence has 
narrowed down. This may be due to the fact that the students have 
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lo appear in a public examination at the end of class X and girls 
and boys both arc equally concerned about their performance in 
this examination which is the first public examination of their life 
and the result of this examination has implications for further education 
as well as employment. 

Studies done by Coleman (1961) and Norman, ct al (1962) show 
that girls tend to ovcr-achicve in their earlier years upto high school. 
They get off to a very good start in speaking, reading, writing, 
counting, sentences, mathematics and perceptual speed. But 
unfortunately they end up worse. 

Table 6 : 21 

Scholastic Achievement -Mean and S.D. of the High 
Involvement and Low Involvement Girls and 

t Value 


Variable 

H I (N=63) 

L I (N=59) 

t Value 

! 

1 

Mean | S. D. 

1 

Mean ( S.D. j 

1 1 



English Class 

X 

49-476 

9-377 

49-847 

9-662 

-0-215 

Mathematics ,, 

5 5 

51-175 

1 1-293 

47-051 

9-482 

2-177* 

Hindi ,, 


49-079 

11-646 

44-593 

1 1-472 

2-142* 

Soc. Studies ,, 


50-444 

12-254 

49-492 

9-837 

0-477 

Gen. Science ,, 


50-952 

10-110 

50-271 

8-910 

0-397 

Total Marks „ 


50-603 

12-101 

47-712 

10-615 

1-399 

English Class IX 

51-143 

9-208 

50-407 

10-056 

0-422 

Mathematics ,, 

9) 

53-460 

10-826 

49-153 

10-312 

2-247* 

Hindi ,, 


53-349 

9-255 

48-695 

9-234 

2-779** 

Soc. Studies „ 

9> 

51-444 

12 112 

47-780 

9-132 

1-877 

Gen. Science „ 

9 • 

50-794 

9-648 

49-136 

10-582 

0-905 

Total Marks „ 


55-905 

11-251 

51-966 

10-151 

2-025* 


♦—Significant at -05 level, ♦♦—Significant at -01 level. 
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Table 6 : 22 

Scholastic Achievement— Mean and S. D. of the High 
Involvement and Lovp Involvement Boys and 
t Value 


Variable 

H I (N=69) 

LI (N=113) 




1 i 

Mean | S. D. 

1 

Mean | S. D. 

1 - > 

1 t Value 


English Class 

X 

50-043 

8-336 

46-080 

9-178 

2.925** 

Mathematics 

>> 

99 

50-754 

10-590 

47-301 

9-151 

2-325* 

Hindi 


99 

52-246 

8-760 

46-991 

8-768 

3-924** 

Soc. Studies 


99 

50-029 

10-613 

45-381 

11-169 

2-775** 

Gen. Science 

99 

99 

50-812' 

8-220 

46-451 

9-691 

3-115** 

Total Marks 


99 

51-362 

8-733 

45-646 

10-265 

3-851** 

English Class IX 

49-783 

9-078 

46-451 

7-889 

2-609** 

Mathematics 


99 

51-058 

10-139 

49-124 

9-040 

1-337 

Hindi 


99 

51-884 

11-604 

44-673 

8-184 

4-906** 

Soc. Studies 


J9 

51-406 

8-606 

46-000 

8-188 

4-238** 

Gen Science 

99 

99 

50-319 

10-518 

47-991 

7-460 

1-743 

Total Marks 

99 

9» 

54-000 

10-531 

49-345 

8-009 

3-369** 


•—Significant at .05 level. **— Significant at .01 level. 

When the sex is held constant it is found that the high and 
low involvement girls show significantly different means on Mathematics 
and Hindi at X class and Mathematics, Hindi and Total Marks at 
IX class level (table 6:21), The high and low involvement boys, 
however, show significant difference on all the school subjects except 
on Mathematics and Gen . Science ^t class IX level (table 6 : 22). 
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Involvement in Studies nnd Intelligence 
Hypotlicsis IV : 

IV (a)— This hypothesis states that intelligence of a student is 
related to involven cnt in studies. 

Correlation cocfTicient was computed between intelligence and 
involvement in studies and is shown as under ; 


Variable 

r with IIS 

Intelligence 

.148««- 

11 

ON 

o 

o 

Significant at *01 level. 


It is clear from the correlation coeflBcient that there is a highly 
significant relationship between involvement in studies and intelligence 
and the hypothesis is supported. 

IV (b)— According to this hypothesis students having high and 
low involvement in studies will show a significant difference in their 
intelligence. 

To test this hypothesis, the results of the analysis of two extreme 
groups of high and low involvement with regard to intelligence have 
been considered. 

The value of‘t’ as shown in table 6 ; ] 2 is significant at 1% 
level which indicates that the two extreme groups differ significantly 
in their intelligence in the sample investigated. Thus this hypothesis 
is also supported. 

French (1957) studied joint effects of intelligence and achieve- 
ment motivation on problem solving and found a significant 
interaction between them. Among those subjects who were high 
in motivation, performance was positively related to their 
intelligence. 
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In this investigation when the high involvement girls and boys 
(table 6 : 13), and low involvement girls and boys (table 6 : 14) are 
compared, they do not show significant difference in intelligence. 
High and low involvement boys also do not show significant difference 
(table 6 : 16). But both the groups of girls show significant difference 
(at 5% level) in intelligence (table 6 : 15). 

These findings are in line with the findings of McClelland, et al 
(1953), Desai (1971), and De and Jha (1978). 

Prediction of Involvement in Studies 

Hypothesis V : 

V (a)— This hypothesis states that background, psychological and 
scholastic variables wifi predict student involvement in studies. To 
test this hypothesis, a Stepwise Multiple Regression Analysis was 
performed. This method enables us to separate out the most relevant 
independent Variables from the set studied for prediction. Since 
three sets of independent variables were used to predict the criterion 
variable, a method referred to as the ‘explained variance decomposition 
analysis’ (Mukherjee, 1977) was used to see the separate as well as 
the joint contribution of each set in explaining the variance in the 
criterion variable. 

The first set of predictors consisted of 7 background variables. 
The second set consisted of 1 8 psychological variables and the third 
set consisted of 10 scholastic variables. In the fourth set of predictors 
all the 35 variables were combined and treated as one set of predictors 
of student involvement in studies. 

The square of multiple correlation, called the coeflacient of 
multiple determination was used for comparing the proportion of 
variance in the student involvement scores accounted for by different 
sets of predictors. 

Table 6 : 23 presents significant background variables predicting 
involvement in studies. The table shows that only geographical 
location and type of school, are significant predictors of the criterion 
variable. 



Table 6 : 23 

Stepwise Multiple Regression Analysis of Background Variables as 



—Significant at *01 level. 



Table 6 : 24 

Stepwise Mnltlple Regression Analysis of Psychological Variables 
as Stgnificfiat Predictors of Involvement in Studies (N=600) 


ResuUs 



—Significant at -05 level. 
—Significant at -Ol level. 



Stepwise Multiple Regression Analysis of Scholastic Achievement Variables 
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Table 6 : 24 shows significant psychological variables. It is 
obvious from the table that super-ego strength, sociability, intelligence, 
self control and excitability are significant predictors. 

Scholastic achievement variables, when studied separately as 
shown in table 6 ; 25 reveals that Hindi both ajt IX and X class levels 
is a significant predictor of involvement in studies. 

When all these three sets of variable are studied together, it 
is found that significant predictors are Hindi, super-ego strength, 
sociability, self control, geographical location, SES, and sex of student 
in that order (table 6 ; 26). 

The findings thus indicate that it is a combination of personal, 
situational and achievement variables (related to need satisfaction of 
the student) which results in higher involvement in studies. Table 
6 : 27 shows the relative contribution of all these variables, 
separately as well as jointly in prediction of the criterion variable. 
A comparative look at the multiple correlations and the percentages 
of variance accounted for by these three sets of variables separately 
in the criterion variable show in table 6 : 27 reveals that the 
psychological variables contribute the maximum (R=!343, 1T8%), 
followed by the variance contribution due to the scholastic achievement 
variables (R='283, 8*0%). However, the variance explained by 
background variables is not much less than the variance predicted by 
achievement variables (R=’247, 6-1%). 

However, it may also be observed that the combination of 
all the three sets of independent variables yields tlie maximum 
contribution (R='429, 18 ’4%) for the prediction of involvement 
in studies (table 6 : 27). 

Results of this investigation suggest that the intrinsic factors 
are most important in determining a student’s motivation for studies. 
Deci (1976) also has emphasized that internal states do cause behaviour 
and cognitions play a central part in energizing the behaviour. Scott 
(1976) views intrinsic motivation as some form of internal states 
presumably distinguishable from the state brought about by the 
occurrence of reinforcing event and are important determinants of 
behaviour. 
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Significant at -01 level. 
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Fiirlhcrmorc. ccrlnin err- irr nmcnl.i! v.irinhlc'; aho have been 
found (0 influence student invoi'.crr.rnt m studies. Lesvin (1951) 
has already emphasized the impnri.ancc nf these force,, in determining 
an individual’s behaviour. 

.Significant scholastic acliicscment sa iahies sucfcst that c:^trinsic 
motivation also contributes to the intrinsic moiisalion, namely, study 
involvement. Atkinson (i957, 1964) also emphasizes both intrinsic 
and extrinsic motivation in a cognitisc model of bchasioiir. Further- 
more, the results indicate that Hindi imtii at fX and X class levels 
is a significant predictor. This may reveal the importance of language 
in involvement in studies. Hunt (19fi4a, 1964b) emphasizes throughout 
his writings the tremendous significance of the role of parent-child 
verbal interacticn for cognitive dcvclopcmcnt of the child. The 
language serves an important role in sliaping child’s intellectual 
development, especially the dcsolopment of the abstraction and 
conceptual learning. A closely related factor is intelligence which 
is a significant predictor. 

Thus, the results of these analyses partially support the 
hypothesis. There may be various other factors which have not been 
included in the study and which would have contributed in the 
prediction of the involvement in studies. 

V (b)— This hypothesis states that students in high and low 
involvement groups differ as regards to certain background, 
psychological and scholastic achievement variables in a multivariate 
combination. 

In order to lest this hypothesis, a two group discriminant 
function analysis was applied. F— ratio was calculated to be 3 034 
which is significant at 1% level for 35 and 268 degrees of freedom. 
The order of discriminant function coefficients according to importance 
as shown in table 6 : 28 is : geographical location, sex of student, 
type of school, birth-order, super-ego strength, caste, intelligence, 
passive individualism, excitability, surgency, Hindi, and so on. 

The findings of the discriminant function analysis corroborate 
the results of the t— test, which indicates that the univariate and 
multivariate analyses, both reveal almost the same set of variables 
which discriminate bctvi'een the two extreme groups. 
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Table 6 : 28 

Discriminant Fnnction Analysis of all the 35 
Variables of High and Low Involvement Groups 


Variable j 

1 

Upper 

Mean 

tN=132) 

i Lower 
Mean 
(N=172) 

Mean 

Difference 

Discriminant 

Function 

Coefficient 

Management of school 1-326 

1-361 

—0-055 

0-050 

Type of school 

1-675 

1-855 

—0-180 

-0-239 

Geographical location 1-197 

1-395 

-0-198 

—0-875 

Sex of student 

1-523 

1-657 

-0-134 

—0-736 

Birth order 

1-871 

2-000 

-0-129 

-0-217 

Caste 

1-924 

1-872 

0-052 

0-132 

S. E. S. 

45-409 

43-576 

1-834 

-0-040 

Level of aspiration 

5-008 

5-930 

0-822 

0-018 

Social desirability 

25-189 

24-564 

0-625 

0-009 

Intelligence 

18-432 

16-570 

1-862 

0-003 

C. P. P. 

8-788 

8-901 

-0-123 

0-015 

Sociability 

10-295 

9-267 

1-028 

0-021 

Intelligence (HSPQ) 

4-379 

4-006 

0-373 

0-192 

Ego strength 

9.409 

8-971 

0-438 

0-033 

Excitability 

8-629 

8-174 

0-455 

0-163 

Dominance 

5-833 

6 326 

—0-493 

0-018 

Surgency 

9-765 

9-041 

0-724 

0-102 

Super-ego strength 

11-311 

10-000 

1-311 

0-211 

Adventurousness 

9-455 

8-762 

0-693 

0-048 

Sensitivity 

7-621 

7-797 

—0-176 

-0-026 

Passive individualism 

7-083 

7-378 

-0-295 

-0-169 

Guilt proneness 

6-152 

6-808 

-0-656 

—0-072 

Self suflBcicncy 

7-500 

7-634 

—0-134 

-0-046 

Self control 

11-167 

10-302 

—0-865 

0-065 

Ergic tension 

6-833 

6-924 

—0-091 0-059 

Contd, 
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English Class X 49-773 47-372 2-401 

— 0-027 

Mathematics ,, 

? > 

50-955 

47-215 

3-740 

O-OIl 

Hindi 


50-735 

46-169 

4-566 

0-014 

Soc. Studies ,, 

» y 

50-227 

46-791 

3-436 

-0-018 

Gen. Science ,, 

n 

50-879 

47-762 

3-117 

0-006 

English Class 

IX 

50-432 

47-808 

2-624 

-0-007 

Mathematics ,, 

< ) 

52-205 

49-134 

3-071 

0-001 

Hindi ,, 

) ) 

52-588 

46-052 

6-536 

0-083 

Soc. Studies ,, 

* y 

51-424 

46-610 

4-814 

0-029 

Gen. Science ,, 

y ) 

50-545 

43-384 

2-161 

-0-035 


F— ratio=3-034«'* 

**— Significant at "Ol level. 


Involvement in Studies and Need Satisfaction 
Hypothesis VI : 

This hypothesis states that high and low involvement groups 
differ as regards the satisfaction of ten needs, namely, n— Abasement, 
n— Achievement, n— Affiliation, n... Aggression, n — Autonomy, n— 
Deference, n— Nurturance, n— Order, n-^ Recognition, and n— 
Succorance. To test this hypothesis mean difference was found out 
between all the ten need areas of 50 randomly selected students from 
each of the two extreme groups. Table 6*29 shows the means of both 
the groups and t — values. 

It is clear from the table that there is a significant difference 
between all the need areas of the high and low involvement groups 
except in n — Aggression, though on this area also it is apparent that 
the high involvement group shows higher mean score than the low 
involvement group. It may, therefore, be concluded that the high 
involvement group finds more satisfaction of all the needs through 
studies as compared to the low involvement group. 

Analysis of the results of the study done by Schuldt and Smee 
(1968) revealed that higher personality needs account for higher 
achievement of the student and low scores on needs account for low 
achievement of students. The results of this hypothesis corroborate 
these findings. 
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Table 6 : 29 

Need Areas— Mean and Mean Difference between High 
and Low Involvement Gronps and t Value 


Need area 

1 

H I Group 
(N=50) 
Mean 

L I Group 
(N=50) 
Mean 

1 Mean 

difference 

i 

1 

t Value 

n — Aba. 

5-12 

3*40 

1-72 

4-30=*' “f- 

n— Ach. 

7-92 

2-92 

5-00 

10'20** 

n— Aff. 

7-84 

2-80 

5*04 

10-29*=^ 

n— Agg. 

4-52 

3*80 

0-72 

1-36- 

a 

1 

> 

5-24 

3*76 

1-48 

2-60* 

n— Def. 

7-76 

3-16 

4’60 

3-54** 

n— Nur. 

6-04 

3-52 

2-52 

5-86** 

n — Ord. 

7-92 

2-76 

5-16 

10-12** 

n— Rec. 

7-68 

2-76 

4-92 ; 

11.44** 

n — Succ. 

7*52 

3-24 

4-28 

7-78** 


Significant at ’05 level. 

Significant at -01 level. 

Model of Involvement in Studies 

It has been established that individual behaves to satisfy his 
needs. He feels the discomfort and tension which arises as a result of 
the non-fulfilment of these needs. This feeling of discomfort gives 
rise to an awareness that this discomfort may be removed and satis- 
faction felt. All this information goes to the central information 
processing system where the situation is reviewed and decisions are 
taken for goal directed behaviour and setting of goals to achieve 
satisfaction. The decision making of the individual is affected by 
various internal and external factors. These factors have been 
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studied in (Ins investigation and model presented here lias been 
partially tested (lirougli regression. 

The factors which influence the decision of the individual arc 
certain background variables, such as the geographical location of the 
school, type of school, sex etc., personality characteristics like super- 
ego strength, sociability, intelligence, .self control and excitability. 
Besides, scholastic achievement provides extrinsic motivation which 
gives further direction to individual’s behaviour. 

Scholastic achievement has been included in the model to 
corroborate Atkinson’s (1957, 1954) model of achievement motivation, 
wherein he emphasizes that both intrinsic and extrinsic motivation 
should be included in a cognitive model of behaviour to make it 
complete. 

A model of involvement in studies 





± 
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The mode] (Fig, 6'1) shows lhat there is an interaction among 
various variables also. It is assumed that these variables affect the 
students’ achievement through their involvement in studies and 
achievement in turn serves as an extrinsic motivation for involvement 
in studies. 

The model thus depicts a few internal and externa! motivating 
factors which could be visualized as affecting the individual’s study 
involved behaviour, in the light of the cognitive conception of intrinsic 
motivation, emphasized in this investigation. 



CHAPTER 


G0[^GILUS1ON AND SUGGESTIONS 


Findings 

1. The findings show (hat girls arc more involved in studies as 
compared to boys. Pcrliaps this is because of the fact that girls find 
more satisfaction of their needs through studies than boys, who have 
a broader field of activities and seek need gratification elsewhere. 
Another plausible explanation of this difference may be girls’ strong 
sense of insecurity because of the age old social and cultural pattern 
of the country. In order to continue education girls have to show 
good results in the academic and scholastic pursuits. Boys, on the 
other hand, do not face this insecurity since their education is an 
economic need of the family and society. Girls’ more involvement 
in studies may also be because of their effort to overcome the social 
and economic insecurity by procuring better placement in the world 
of work and a better status in the society. 

2. The non scheduled caste students snow more involvement 
than the scheduled caste students. This may be because of the different 
sets of social values, attitudes, and aspirations etc., held by these two 
groups. Furthermore, a large number of scheduled caste students are 
first generation learners, whose parents’ attitudes and value orientation 
may also affect their behaviour. Moreover, the scheduled caste and 
backward classes may be having a strong sense of security as a conse- 
quence of the constitutional prerogatives given to them. These groups, 
therefore, seek gratification of their needs through non-academic 
pursuits. 

3. The students from urban schools show more involvement 
than the students from rural schools. It seems that the present day 
educational curriculum, which is uniform for all, caters, more to the 
personal, social, and vocational needs of the urban and middle class 
ehildren than to the needs of the rural and lower class youth. Tim? 
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and again, it has been reiterated that school curriculum should be 
planned and implemented according to the needs of all the students. 

4. It seems that the Public (private) and the Central Schools 
'provide more need satisfaction than the Government and Private-aided 
Schools. The type of school environment, attitudes and behaviours 
of teachers towards each other and towards students may be respon- 
sible for this difference. Intervening variables like socio-economic 
environment at home, educational and occupational levels, value 
systems and set of attitudes held by parents of the students may be 
some other important factors leading to this difference. 

5. Though the findings reveal that students having high 
involvement in their studies are outgoing, warm-hearted, easy-going, 
conscientious, persevering, rule bound, have stronger super-ego strength, 
are venturesome, socially precise, self disciplined, and have high self 
concept control, sex differences are obvious on adventurousness, 
s uper-ego strength, self-sufficiency, sensitivity and passive individualism. 
On the first three characteristics boys show higher score whereas on 
the last two girls show higher score. This may be due to the difference 
in the process of socialization of both these sexes. Boys are given 
more freedom and are allowed more permissive behaviour, adventure 
and risk taking than girls who are over-protected and negatively 
reinforced for hyper-activity and certain types of behaviour. No 
wonder both the sexes develop different personality characteristics 
against this background. 

6. Boys having high involvement in studies show more socially 
desirable behaviour than girls. Social change which is taking place 
rapidly in the country seems to be responsible for new roles for girls 
in the society, who are giving up the traditional age old feminine 
roles. Also, boys belonging to both high and low groups, show 
higher level of aspiration than girls. The reason of this may again be 
inherent in the social pattern in which boys are positively reinforced 
for broader range of goals. Though girls are also striving hard to 
attain new goals and tread over new paths, some traditional values 
and role perceptions are still held by parents and a majority of girls 
themselves. 

7. High involvement and low involvement groups do not 
differ as regards the perception of the characteristics preferred by 
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parents, which is perhaps not indicative of the actual characteristics 
preferred by parents. Some difference would have been evident if 
this information was collected from the parents themselves. 

8. Results of the study show that there is a highly significant 
relationship between intelligence and involvement in studies. These 
findings are in line with the cognitive explanation of study involved 
behaviour. In the cognitive mode! of motivation, it is assumed that 
the individuals process information coming from various sources and 
take decisions as to what to do. The central cognitive system docs 
this processing and decision making. Intelligence is a part of this 
cognitive system. Individuals having higher intellectual levels are 
able to process this information more efficiently and can take decisions 
quickly. In the present study also an individual having higher 
intelligence can have a belter subjective probability estimate of the 
potential satisfaction of various needs through certain goal directed 
behaviours and can take correct decisions in order to attain the 
desired goals, 

9. It has been observed that three sets of variables, namely, 
background, psychological, and scholastic achievement variables 
contribute in the prediction of involvement in studies (though certain 
variables in each set do not account significantly for variance in the 
criterion variable). Tlie psychological variables account for maximum 
variance (11'8%), scholastic achievement variables come next which 
explain 8% of the variance and background variables contribute 6% 
of the variance. All these variables when considered jointly account 
for 18*4% of the variance. Significant predictors of involvement 
in studies are ; Hindi, super-ego strength, sociability, self control, 
geographical location, SES and sex of student in that order. This 
shows the importance of extrinsic and intrinsic motivation in deter- 
mining involvement in studies, 

10. In this research a high positive relationship is found 
between satisfaction of students’ various psychological needs 
(Involvement in Studies) and their academic achievement which 
suggests that in an attempt to foster higher achievement and learning 
among students, educators should create more satisfying school 
environments through meticulously planned curricular experiences 
which accomodate students’ personal need dispositions, so that they 
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find the environment more satisfying and stimulating regardless of 
such personal characteristics as sex, intelligence, family back- 
ground etc. 

Suggestions 

As mentioned earlier it is for the first time that an investigation 
into the student involvement in studies has been carried out in India 
or elsewhere. The study reveals some important fundings given 
earlier but the investigator feels that there is scope for further work 
in this virgin field of research. 

1. This research has demonstrated only a fraction of the 
potential power of the need-press theory to extend to educational- 
psychological theory and to throw light on practical educational 
problems. A more comprehensive study will take into account more 
environmental variables, will employ a wider range of psychological 
variables, and will try to study their best combination to understand 
and predict student involvement in studies. 

2. It is an accepted fact that human beings differ widely both 
individually and culturally, in the strength of psycholgical needs and 
in the motives and goals through v/hich they arc met. Thus in one 
person, achievement needs may be the most powerful v/hcrcas in 
another need for affiliation may be the most strong. In this investiga- 
tion it has not been possible to study the strength of different needs 
in difi'erent students. It is suggested that a study may be taken up 
in this area and symptom profiles of various needs may be prejrared. 

3. A comparative .study may be made utilizing br^lh, a singh. 
basic dominant, integrating motive, as proposcfl by Patterson 

and multiple motives and then the validity of both the apprra-ioli'-.'! 
may be established. 

4. Human beings constantly strive to satisfy ilisir l/irdo/nral, 
psychological and social needs. Tbv/arting of these needs r,f/en 
produces conflict and frustration. V/ith the sense fruslrallon, 
different individuals give different types offeanfir/ns as v/ilbdiav/i.l, 
aggression, displacement, regression, repression elo, fn (lie pmsenl 
study also there are student.'; v/ho;,c needs do nr;t ?wm to be (irKilled 
by studies (those vrho have lov/ involvcrnetd. in .sind/esp fl v/ill U>. 
worthwhile to study the reaction.'; of these .sti/denis and er/;r-p,ue ll,>,in 
v/ith those of the high involvcrricnt studeiits. 
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5. There is a low and significant correlation between the level 
of aspiration and student involvement in studies. It seems that these 
two should be positively related. Perhaps the measure of level of 
aspiration used in this study is not a valid tool for the sample. 
Attempts sliould be made to use a more valid measure of level of 
aspiration in future studies. 

6. The CPP Questionnaire as used in the present study was 
designed to measure the characteristics that are preferred by parents 
in a high school student. The students have rated their own 
conceptualizing about parents. An attempt should be made to collect 
the preferences of parents for certain characteristics in a high school 
student from parents themselves. 

7. Study conducted by Coleman (1961) to investigate the 
values of girls and boys showed that to be accepted among the 
leading crowds or elites boys needed personality, reputation and 
athletic ability, while girls needed personality, reputation and 
friendliness. High scholastic achievement was rated low by both the 
groups. Hughes, Backer and Geer (1962) and Ringness (1967) report 
similar findings in the American context. Research may be done 
on students’ values in the Indian context and comparison be made of 
both the groups of students, those who rate scholastic achievement 
high and those who rate it low. 

8. Corwin (1966) has demonstrated relationship between 
organizational characteristics in school and the professionalism of 
its teaching staff. Fraser (1967) showed that school characteristics 
predicted teacher happiness and commitment. It is needed to extend 
such intensive research into the teachers involvement and their 
satisfaction also. In this investigation only a very few school 
characteristics have been studied. 

9. It would be interesting to place the students in the two 
classified groups using the discriminant function coefficients and their 
raw scores and find out the percent of success and prediction. This 
is beyond the scope of the present work. 

10. In .the present study, items of the study involvement 
inventory have been selected on the basis of judgment of experts. 
Studies may be done with another inventory developed on the basis 
of factor scores. 
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APPENDIX-1 

CODING PLAN FOR CARD PUNCHING 
CARD ONE 


1 

Col. 

No. 

1 

Numberf 

Digits 

Name of | 

Variable 

1 

Coding 

Range 

Type of 
Variable 

1-3 

3 

Serial number of 
student 

1-600 

— 

4 

1 

Card number* 

1 

— 

5,6 

2 

Identification 
number of school 

1-15 

— 

7 

4 

Management of 1—4 

school 

Background 

variable 

8 

3 

Type of school 1—3 

(sex-wise) 

— do — 

9 

2 

Geographical 
location of school 

1,2 

—do— 

10 

1 

Sex of subject 

1,2 

—do— 

11 

1 

Brith-order 

1—3 

— do — 

12 

1 

Caste 

1,2 

— do— 

13, 14 

2 

Socio-economic 
status (raw score) 

14—71 

—do— 
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15, 16 

2 

Involvement in 
studies (score) 

16-76 

Criterion 

Variable 

17, 18 

2 

Intelligence 

0-31 

Psychological 

variable 

19—21 

3 

Level of aspiration 

_91_j-77 _do— 

25, 26 

2 

Social desirability 
(total score) 

10—38 

— do — 

35, 36 

2 

Factor A 

3-16 

Psychological 

variable 

37 

I 

Factor B 

1-7 

— do — 

38, 39 

2 

Factor C 

0-16 

—do— 

40, 41 

2 

Factor D 

0—16 

—do— 

42, 43 

2 

Factor E 

0-14 

—do— 

44, 45 

2 

Factor F 

3-16 

—do — 

46, 47 

2 

Factor G 

3-16 

— do— 

48, 49 

2 

Factor H 

0—16 

—do— 

50, 51 

2 

Factor I 

1-15 

—do — 

52, 53 

2 

Factor J 

1-13 

— do — 

54, 55 

2 

Factor 0 

0-16 

— do— 

56, 57 

2 

Factor Q2 

2-14 

—do— 

58, 59 

2 

Factor Q3 

3-16 

— do — 

60, 61 

2 

Factor Q4 

0-16 

—do— 

62, 63 

2 

CPP 

(total score) 

3-15 

— do — 


There are two cards for each stxjdent. 
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CARD TWO 


Col. 

No. 

1 

Number of 
Digits 

Name of 

Variable 

[ Coding 
Range 

Type of 
Variable 

1-3 

3 

Serial number of 
student 


1-600 

— 

4 

1 

Card number 


2 

— 

5.6 

2 

Identification 
number of school 


1—15 

— 

7.8 

2 

English (class X) 

33—76 

Scholastic 

achievement 

variable 

9, 10 

2 

Maths, (class X) 

33-75 

—do— 

11, 12 

2 

Hindi (class X) 

15-73 

- —do— 

13, 14 

2 

Soc. Studies (class X) 

24—78 

— do— 

15, 16 

2 

Gen. Science (class X) 

32-81 

—do — 

17, 18 

2 

Total Marks (class X) 

29—71 

—do — 

19, 20 

2 

English (class IX) 

20—80 Scholastic 

achievement 
variable 

21. 22 

2 

Maths (class IX) 

20—86 

—do — 

23, 24 

2 

Hindi (class IX) 

23-86 

—do— 

25, 26 

2 

Soc. Studies (class IX) 

16-86 

—do — 

27, 28 

2 

Gen. Science (class IX) 

29-83 

—do— 

29, 30 

2 

Total Marks (class IX) 

31-89 

— do— 


APPENDIX-II 

STUDY INVOLVEMENT INVENTORY (S.I.I.) 


INSTRUCTIONS 

“There are 40 statements in this inventory. These statements 
are reJated to the teaching-learning situation. You have to read each 
statement and express your views on it. Read each statement carefully 
^nd think what is your view about it, then respond to the each 
statement in any of these alternatives on your right hand side. You 
will find ‘Yes’ ‘Undecided’ ‘No’ cells against the number of each 
statement. If you agree with the statement put a ‘ x ’ (cross mark) 
with first cel], if you disagree with it put the ‘ x ’ with the third cell 
and if you are not able to decide put the ‘ x ’ cross mark with the 
middle-cell. 

(i) Life is meaningless without education, 

(ii) It is difficult to get good marks. 

Yes Undecided No 

X □ □ □ 

n □ X □ 

Therefore in the first example (i) a cross ‘ x ’ has been put in the 
first cell indicating yes, similarly for statement (ii) ‘No’ response is 
crossed out with the third cell indicating no response thus, it is clear 
from these examples that there is no right or wrong answer. Whatever 
is correct for you is correct answer. 

There is no time limit for the inventory, but try to finish it 
quickly. Answer sincerely and without any hesitation. Do not try 
to think which answer is desirable. Respond to each statement. Do 
not leave any statement unanswered. If you have any more problems, 
please feel free to ask. 

Now start, 
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Ves Undecided No 


I. One has to work verj' liard to achieve success. 

□ 

□ 

□ 

2. I study because my parents want me to study. 

□ 

□ 

□ 

3. Teachers should consult students about 

homework. 

□ 

□ 

□ 

4. I like teachers very much. 

□ 

□ 

□ 

5. I am proud of my marks. 

□ 

□ 

□ 

6. I always like to be in the school. 

□ 

□ 

□ 

7. Teachers seem to be very arrogant. 

□ 

□ 

□ 

8. I often dream that I have failed. 

□ 

□ 

□ 

9. I feel pity on boys who are weak in studies. 

□ 

□ 

□ 

10. If I do not understand lesson I ask somebody. 

□ 

□ 

□ 

11. I can do anything for studies. 

□ 

□ 

□ 

12. I like those students who study. 

□ 

□ 

. □ 

13. Inspite of my parents insistence I dp not study. 

□ 

□ 

□ 

14. Teachers know a great deal about home work. 

□ 

□ 

□ 

15. It is my strong desire to get prizes for studies. 

□ - 

□ 

□ 

16. My books are always arranged properly at one 
place. 

□ 

□ 

□ 

17. I enjoy very much when some students irritate 
teachers. 

□ 

□ 

□ 

18. I find arithmetic sums very difficult. 

□ 

□ 

□ 

19, I should pay attention to boys who are weak in 
studies. 

□ 

□ 

□ ' 

20. Most of my friends help me in studies. 

□ 

□ 

□ 

21.1 hope to be a great man when I grow up. 

□ 

□ 

□ 

22. I am proud of my school. 

□ 

□ 

□ 

23. One feels happy without studies. 

□ 

□ 

□ 

24. , Teachers in my school have good character. 

□ 

□ 

□ 

25. Success begets praise from all. 

□ 

□ 

□ 

26. One should finish work in time. 

□ 

□ 

□ 

27. It is foolish to solve mathematical problems. 

□ 

□ 

□ 
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Yes Undicided No 

28. I feel ashamed if I am not able to answer a 

question in my class. 

□ 

□ 

□ 

29. Most of my friends are weak in studies. 

□ 

□ 

□ 

30. My brothers and sisters help me in studies. 

□ 

□ 

□ 

31. Goal of life is to study. 

□ 

□ 

□ 

32. I like all my class fellows. 

□ 

□ 

□ 

33. Homework should not be given. 

□ 

□ 

□ 

34. Teachers work is full of responsibility. 

□ 

□ 

□ 

35. Only educated persons get respect in the 
society. 

□ 

□ 

□ 

36. Homework should be finished in time. 

□ 

□ 

□ 

37. No student can be happy in school. 

□ 

□ 

□ 

38. I feel ashamed what I lag behind in the class. 

□ 

□ 

□ 

39. I help my friends in solving their educational 
problems. 

□ 

□ 

□ 

40. 1 like those teachers who help us. 

□ 

□ 

□ 
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Commerce: Its Theory and Practice 


SALES REPORT 

Period 6 Year ending 31st December, ig . . 



and the preparation and issue of reports. Such a document can be 
called the budget programme. 


FLEXIBLE BUDGETS 

The system so far described is the fixed budget, i.e., a budget based 
on a specified amount and mix of sales. Therefore, if the mixture of 
sales or the level of sales differs from those anticipated, there will be 
variances in the budgeted figures and this will make the true 
assessment of variances difficult. A number of fixed budgets 
postulating different sales levels and mixtures may in a few cases be 
satisfactory. When this method is used the budgeted figures of the 
sales budget nearest to the actual figures is taken for comparison and 
the extraction of variances. Alternatively, the information is 
extracted by means of interpolation. 

A fully flexible system of budgetary control is obtainable by the 
adoption of flexible budgets. This system is based on the theory that a 
change in volume or sales mix will directly (effect the absorption of fixed 
overheads. Overheads are therefore divided into variable overheads 
and fixed overheads. Direct (material, labour and expenses) and 
variable overheads are allocated to cost centres and ultimately 
expressed in terms of a unit of output or time. Thus, no matter how 
the sales volume or sales mix differs from what was anticipated, the 
budgeted figures relating to those sales can be compiled from the 
units sold in the period. Also, if the variance due to the change in 
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volume or sales mix is first extracted from the fixed overheads, the 
balance can be compared -with the budgeted fixed overheads. 
Accordingly, no matter how the sales volume or sales mix differs from 
the estimated sales a true comparison of actual and budgeted figures 
can be made. 
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CHAPTER THIRTEEN 

Management Accounting — II: 
Planning of Finance 


PLANNING FINANCE 
CAPITAL REQUIREMENTS 

The capital requirements of a business can be divided into two main 
parts. First there is the capital that will be used to purchase the assets 
required to produce the undertaking’s sales items, such as buildings, 
plant, equipment, etc. This capital is invested in these assets 
permanently and is therefore fixed capital. Secondly, capital will be 
required to purchase raw materials for production, to pay wages, 
salaries, etc., and many other expenses that have to be met. This is 
circulating and working capital. 

Although the capital is divided into two parts, the parts are inter- 
related and, depending on the nature of the business, there must be a 
satisfactory ratio between the two. In some industries very little 
capital equipment is necessary while in others expensive capital 
equipment is required. The amount of fixed capital locked up in the 
undertaking is considered to be an investment; it participates in the 
earning of profit. The profit so earned will immediately increase 
the circulating capital, but in the long term it will also be partly used 
for the acquisition of further capital equipment. Depreciation pro- 
vided on a fixed asset will temporarily increase working capital until 
such time as it is used to replace the asset. Thus, there is a constant 
cycle between fixed and circulating capital. 

Fixed Assets. The importance of fixed assets is that they earn profit 
and therefore they must be kept in a state to earn maximum profit. 
Capital available for investment in fixed assets is in the first instance 
provided out of the funds available to start the undertaking. Later, 
renewals of equipment and additional equipment are normally 
provided out of profits earned and set aside for the purpose. Obsolete 
or worn-out plant cannot earn maximum profits and must be 
replaced. Sometimes it is better to replace plant which is not obsolete 
or worn out by other plant. This is considered later in this chapter. 


FLOATING (or CIRCULATING CAPITAL) 

In the first instance finance is required to buy raw materials, to pay 
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wages and to meet other expenses. In due course the raw material 
will be converted into stock, the stock will be sold and as most of it 
will be sold on credit, debtors will be created. Subsequently, cash will 
be received from the debtors and used to pay creditors. The amount 
flowing in this cycle should be ever-increasing because more should 
be received for the finished product than it cost to make. If this 
increase is not continuous, the undertaking is stagnating and will not 
expand. This cycle of events is of major importance to the prosperity 
of the undertaking. 

The efficiency of the cycle also depends upon a proper balance of 
the constituent items. Thus, if stock is allowed to pile up beyond the 
limit necessary to satisfy sales, or if obsolete or very slow-moving 
stock is held, money will be locked up in stock that otherwise would 
be available to finance greater production. Similarly, if debtors are 
given too long a settlement period or debts are allowed to be 
outstanding for some time, money is lying idle. In both cases floating 
capital is not being used efficiently. 


WORKING CAPITAL 

Working capital is the excess of current assets over current liabilities. On 
the inception of an undertaking the amount of working capital 
required must be ascertained and an amount added for 
contingencies. Afterwards the profit earned should provide for an 
ever-increasing amount of working capital. Working capital in its 
turn will be used to finance some plant expansion and to meet the 
additional costs of increased production and this in turn will increase 
the working capital increments. The undertaking should always be 
growing. If working capital is insufficient, growth will be restricted, 
for the resources necessary to increase production will not be 
available and if working capital exceeds requirements there will be a 
waste of capital unless the surplus can be invested to earn interest, 
because all capital should earn money. 

Calculation of the amount of fixed capital required presents little 
difficulty. It is more difficult to estimate the amount of working 
capital that will be required. The method of finding this amount is 
shown on the next page. 



150 


Commerce: Its Theory and Practice 


From the following estimates the working capital required is to be 
ascertained. 


£ 


Estimated Sales 

100,000 

Cost of sales: 


Direct material 

25,000 

Direct labour 

30,000 

Variable overhead 

15,000 

Fixed overhead 

10,000 

Required for contingencies 

20,000 


Raw material stock will be held two weeks before entering production. 
Finished stocks will be held three weeks before sale. 

Production of finished stock will take four weeks. 

Suppliers will extend four weeks’ credit. 

Customers will require six weeks’ credit. 

Overheads will accrue evenly over the period. 

All material used enters work-in-progress at the commencement. 


Costs per £ of sales: 


Direct material 

0-25 

Direct labour 

0-30 

Variable overhead 

0-15 

Fixed overhead 

O-IO 


Profit 


o-8o 

0-20 


I -00 


WORKING CAPITAL REQUIRED 


Stock of raw materials 

^ X ^ X 100,000 

962 

Work-in-progress: 

Material 

^ X ^ X 100,000 

1,923 

Labour 

J X ^ X f j X 100,000 

1,154 

Variable overhead 

J X ^ X ^ X 100,000 

577 

Stock of finished goods 

^ X ^ X 100,000 

4 , 6'5 

Debtors: 

^ X 100,000 

11,538 

Cash for contingencies 

20,000 

Less Creditors 

^ X ^ X 100,000 

40,769 

1,923 

Total tVorking Capital Required 


£38,846 


Materials enter work-in-progress at the commencement but labour 
cost and overhead accrue evenly over the period. Accordingly at any 
one period the labour cost and overhead content of the value of 
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work-in-progress will be the average of one half of the labour cost 
and overhead applicable to a completed unit. 

LIQUID CAPITAL 

Not all the working capital is liquid. It takes time for stocks and 
work-in-progress to turn into cash or near-cash. Thus the liquid 
resources consist of debtors, bank balances and cash-in-hand and any 
temporary investments that can be turned into money at short notice. 
These are liquid assets. Creditors and loans maturing at an early date 
are liquid liabilities. If the liquid assets of an undertaking are 
insufficient to satisfy these “liquid” liabilities, financial difficulties are 
imminent. The liquidity of the concern is its abili0> to meet these liabilities at 
any given time. 

It is possible that while the working capital seems to be adequate, 
liquidity is far from adequate. This position arises because the 
company has accepted more work than it can finance; it has not the 
liquid resources to finance the labour and materials required for the 
additional work until cash is received from the sale of the completed 
work and apparently it has been unable to obtain temporary 
accommodation from the bank or by other short-term borrowings. 
Wages must be paid, so the suppliers of materials have to suffer and 
they are not willing to supply more materials until their debts are 
settled. A serious position arises. It is wisest, therefore, to refuse 
orders that cannot be adequately financed. 

A recurring or medium-term shortage is usually overcome by 
obtaining a bank overdraft, but a continued shortage of liquid capital 
indicates the need for additional capital. This can be brought into 
the business either by long-term borrowing or by the issue of 
additional share capital. Before such borrowings are considered, 
however, internal matters should be investigated carefully for 
additional cash resources may be obtained in a number of ways. 
Lengthening the time taken to pay creditors is tantamount to an 
addition to cash; usually this cannot be done without impairing 
supplies and all that can be done in this respect is to forgo discount 
for prompt payment. If the period of credit allowed to debtors can be 
shortened, more cash will be available but if the period cannot be 
shortened, larger discount may be offered if accounts are settled with- 
in seven days. Usually stock is a likely source; if it can be trimmed 
do\vn by careful examination more cash may become available. 

To avoid running into trouble, a cash forecast is normally made to 
determine the expected cash position over the next three to six months. 
The cash forecast is approached in a similar manner to the cash 
budget in budgetary control as shown in the following example. 
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STATEMENT OF ESTIMATED MONTHLY CASH POSITION 

for Six Months ending 30th June, 19 . . 

Out- 



Jan. 

Feb. 

March 

April 

May 

June 

standings 


L 

£ 

£ 

£ 

£ 

£ 

£ 

Rccipls: 








Debtors 

17,000 


25.000 

25,000 

25.000 

25.000 


Sale of 








Plant 

— 


— 

— 

15,000 

— 

50,000 

Payments: 








Trade 



I 





Creditors 

12,750 

25,000 

20,000 

20,000 

20,000 1 

20,000 

20,000 

Wages and 








Salaries 

1,500 

1.500 

1.500 

1,500 

1,500 

1.500 

— 

Expenses 

1,000 

950 

950 

950 

950 

950 

950 

Dividend 






1,200 

— 


£15.250 

£27.450 

£22,450 

£22,450 

£22,450 

£23.450 

£20,950 

Surplus 

1.750 


2.550 

1 

2.550 

17.550 

1.350 


Deficiency 


27.450 






Balance b/f 

+ 7.500 

+ 9.250 

— 18,200 

- 15.650 

-13.100 

+4.450 


Balance c/f 

+ 9.250 

— 18,200 

- 15.650 

- 13,100 

+4.450 

+5.800 



Owing to adverse trading conditions a company considers it wise to change 
its sales pattern and give extended credit terms to customers. In order to 
approach its bank for temporary finance as and when required, it needs to 
know how much its greatest indebtedness to the bank will be and when the 
accommodation wiU be required. The period under consideration is a six 
months period to 30th June. 

At 31st December the company owes ^{^12,750 to trade creditors and a 
further T,^,ooo in respect of outstanding expenses. Debts owing to the com- 
pany are T, 1 7>ooo and there is a balance at the bank of 

As from the ist January sales are expected to increase from 
;^25,ooo per month. The rate of profit sales and direct cost will be reduced 
from 25 to 20 per cent. Customers’ accounts are settled by the end of the 
month following the month of delivery but an additional month’s credit is 
being allowed as from ist January sales. 

The credit period obtained for supplies (direct costs) remains unchanged 
and payment is made by the end of the month following the month of 
delivery. 

Stocks are to be increased by ;£'5,ooo in January and will remain at that 
level throughout the period. 

Salaries of;ri,500 per month are to be paid in the month to which they 
relate. 

Expenses of an estimated ; 095 O per month are to be paid in the month 
following that in which they were incurred. 
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A half-year’s preference dividend of £1,200 is to be paid in June. 

It is expected that surplus plant can be sold for £15,000 and that the 
proceeds will be received in May. The information required is ascertainable from the 
statement on the previous page. 

The maximum facilities required will be £18,200 in February but 
the overdraft will be liquidated during the following May. 

OVER-CAPITALISATION 

The sign of over-capitalisation is usually the inability of the 
company’s profits to provide an adequate return on the capital 
invested. It may be due to an over-estimate of capital required, or of 
trading potential, or a recession in trading. 

If over-capitalisation is the result of an over-estimate of capital 
requirements, there may be no adverse effects. Management will 
have reserves to meet setbacks and finance will already be available 
for expansion and improvement. There may be some inefficiency 
because management will be less eager to search for economies. If the 
additional finance cannot earn an adequate rate of interest it will be 
wasted. 

An over-estimate of trading or a recession can have bad effects. 
Management will try to increase sales and may cut selling prices and 
extend the credit period offered to customers. This would no doubt 
involve them in severe competition. The opposite course may be 
adopted, that of increasing the sales price and lowering the quality of 
the product. 

No matter what the cause, a low rate of dividend will adversely 
affect the stock exchange price of the undertaking’s equities. This will 
lead to lack of confidence in the company and suppliers may restrict 
credit. 

UNDER-GAPITALISATION 

In this case the profits show a high return on capital invested. This 
may be due to an under-estimation of the capital requirements of the 
undertaking and will have the effect of restricting the undertaking s 
ability to expand; it may lead to inadequate working capital and 
inability to buy in economic quantities or to accept cash discounts, 
etc. If it results from an under-estimation of profits, then the 
company is more efficient than was anticipated and should have little 
difficulty in getting additional capital from the market or in 
obtaining credit. Its prosperity might, however, have adv^erse 
repercussions: there may be labour troubles as workers may demand 
a greater share in profits and customers may seek price reductions 
and take extended credit. 
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OBTAINING FINANCE 

The method of obtaining finance depends upon the nature of the 
undertaking. Sole traders and partnerships usually obtain finance 
from their own savings or those of their friends and relations. A 
company must obtain its finance by the issue of shares and usually 
borrowings by way of debentures. A private limited company is often 
the outcome of the growth of a sole trader’s business or a partnership 
into a proprietary company and shares will be issued for the value of 
the assets transferred. A public company or a private company going 
public must persuade the public at large to invest money in the 
purchase of shares. Much of this finance comes from finance 
companies, insurance companies, building societies and other 
institutions with cash reserves held for investment. 

REQUIREMENTS OF AN INVESTOR 

Unless he is wholly speculative or wholly unspeculative an investor 
will wish to spread his risk; that is, he will wish to arrange his 
investments so that part of his portfolio will give him security of capital 
and the other part will be invested to give a good yield, though at the 
risk of his capital. He may have temporary funds for investment or he 
may wish to have part of his funds frequently maturing so that he has 
cash resources for further investment. 

Temporary funds are usually invested for seeurity in deposit 
accounts at banks, where they can be converted at short notice. 

A continual turnover of cash is normally achieved by choosing 
dated securities; the amount receivable on encashment and the date 
it will be received are known. Such investments are usually found in 
government securities and securities of counties and cities but 
suitably dated redeemable preference stock or loan stock of a public 
company may be available. 

An investor for a longer term who requires some security of capital 
will usually look for investment in limited companies. If he requires 
the greatest security of capital he will take up debentures but he must 
then expect a low interest rate. There will be slightly more risk to 
capital if he invests in preference shares; dividends on these shares 
will be preferred to ordinary dividends. Thus the interest rate the 
preference shareholder can expect will be more than he would 
receive for debentures but less than on ordinary shares. 

Ordinary shares carry most risk as regards capital and dividends 
but they are the first to benefit by increased returns and capital 
increments. Because of the risk involved, however, the investor 
requires a greater return on his money, the return being based on his 
assessment of the risk not only to capital but also to dividends. Risk 
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depends largely on the capital structure of the company. This matter 
is dealt with later under the heading “capital gearing”. 

A company declares its dividends and interest as a rate based upon 
the nominal value of its securities and this rate is no indication in 
itself of the return to the investor. The investor’s return is the amount 
received expressed as a return on the price he has had to pay for the 
security. This is called the “yield” from the investment; thus, if a 
company pays 6 per cent on a preference share for which the 
purchaser had to pay ^2, the yield to him is only 3 per cent. The yield 
is calculated by the formula: 

Nominal Value Rate per cent 

ri-.f ^ of dividend ~ 


ISSUE SHAREs/sTOCK PRICES 

Shares are quoted at a price per share. Stock is usually quoted at a 
price per £100 of stock but is sometimes broken down to stock units of 
£ 1 , 50p or 25P and is then quoted at a price per stock unit. 

From the previous paragraphs it will be appreciated that the price 
at which a share must be issued if the issue is to be successful is the 
price that will give the investor the yield he expects. To achieve this 
yield there are two manipulative factors; the rate of dividend and the 
issue price. It is not always possible to get the correct yield by using 
the first factor — the dividend rate — alone. An investor in debentures 
to be issued may require a 7 per cent yield but the company may feel 
that a dividend rate of 7 per cent would strain their profits unduly. 
They would then need to bring in the second factor, the issue price. 
Assuming the company thought a 5^ per cent rate of interest was all 
they could afford, they could achieve the object of a 7 per cent yield 
by issing the debentures at a discount. By use of the yield formula the 
price of issue to give a 7 per cent yield would be 7^?? deben- 

ture, calculated as follows; 


Nominal Value x Interest 
Yidd 

X ^ 
7 


= Market Value 


£o-n 


Conversely the rate of dividend earned by the ordinary shares may 
require an issue at a premium. If the investor required a 10 per cent 
yield on an ordinary share on which it was anticipated 15 per cent 
would be paid, the £ i share would be issued at a premium of 5op per 
share, i.e., the price of the share would be ;i^^i'50. 
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CAPITAL AND INTEREST COVER 


When assessing the risk at which his investment stands, an investor 
usually determines its cover as to both capital and income. The cover 
is expressed as the number of times his capital or income is covered by the 
resources of the company. 

Assume the following figures for a company: 


£ 


Issued Capital: 6 per cent First Preference Stock 

52 )) jj Second ,, ,, 

fi Ordinary Shares 

Loans 4J per cent Debenture Stock 

20,000 

20,000 

50.000 

10.000 

Net Tangible Assets before deducting Debenture Stock 
Profit before charging taxation and debenture interest 

170,000 

15,250 

The capital cover is as follows: 



Debenture-holder; 

1 70.000 

10.000 

= 17 times 

First Preference shareholder: 

170,000 — 10,000 

= 8 times 

20,000 

Second Preference shareholder: 

170,000 — 30,000 

= 7 times 

20,000 

Ordinary shareholder 

170,000 — 50,000 

= 2-4 times 

50,000 

The interest cover is as follows: 



Debenture-holder 

15.250 

450 

= 35 times 

First Preference shareholder 

15,250 - 450 

1,200 

= 12-3 times 

Second Preference shareholder 

15,250 - 1,650 
1,100 

= 12-4 times 


The remaining interest of £12,^00 is equivalent to 25 per cent on 
the ordinary share capital and should sustain a dividend of 15 per 
cent. 

Many things affect the investing public’s preference as to the class 
of share they are looking for at any one time, e.g., political unrest at 
home or abroad, labour troubles in a particular industry and 
Government restrictions. Care needs to be exercised in timing when 
the issue is to be offered to the public. Experts in this field are finance 
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houses and issuing houses which usually assist in any issue that is to 
be made. 

WHAT CAPITAL TO ISSUE 

Debentures are not usually issued as an instrument of perpetual 
capital. They are generally issued only to finance the company over a 
period during which profits can be earned and set aside to take their 
place. This may be long-term, 50 years, or short-term, 10 years. As 
their interest rate is lower than that on issued share capital, 
debentures are a cheap method of borrowing but interest is payable 
whether or not profits are earned and this may lead to 
embarrassment in the early years. Also, rights are usually attached 
giving debenture-holders power to seize the assets on which their 
debentures are secured if the interest is more than six months in 
arrear. 

The amount of capital raised in this way is usually limited by the 
Articles of Association of the company. Borrowing by debentures may 
restrict the amount that can be borrowed from the bank to finance 
temporary requirements. A debenture charging the whole assets of 
the company is often given to the bank as security for a bank 
overdraft which may be of a long-term nature. An advantage of 
debentures is that they can be redeemed out of profits set aside for 
the purpose as well as by the issue of fresh debentures, whereas 
preference share capital if not redeemed out of profits can be 
redeemed only out of the proceeds of a fresh capital issue. 

Preference shares do not charge the assets of the company; 
dividends on them are payable only when profits are available. The 
terms of issue can be varied quite considerably. They can provide for 
arrears of dividend to be made good before current dividends are 
paid; these are cumulative preference shares and all preference shares are 
deemed to be cumulative unless stated to be otherwise. If arrears of 
dividends are not to be made good, they are non-cumulative preference 
shares. They may be entitled to share in profits over and above their 
fixed interest rate after provision has been made for a stated dividend 
on the ordinary share capital; these are participating preference shares. 
Usually on a winding-up, these shares are preferential up to their par 
value. Provision is sometimes made for them to participate in any 
surplus available after repayment at par of the ordinary share capital. 

Ordinary shares, carrying greatest risk, rank for repayment of capital 
and for payment of dividends after debenture holders and preference 
shareholders. They have, however, the advantage that they are the 
first to share in the prosperity of the company by way of greater 
dividends or capital increments. 
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Shares of no par value are not sanctioned by law. In favour of the 
issue of such shares, it is argued that confusion is caused in the mind 
of the investor because the rate of dividend is expressed on the par 
value of the security and gives no indication of the rate of interest 
received by the investor on the money he paid for the shares. 
Furthermore, once the shares have been issued their value to the 
investor is more or less than the par value and so par value ceases to 
be significant. If shares of no par value were issued, the dividend 
would be expressed in terms of cash per share. 


CAPITAL STRUCTURE 

A company will normally be registered with authorised capital in 
excess of the capital it expects it will require in the first instance. This 
is so that it will have readily available the means to issue further 
capital when required. 

The capital required in the first instance is that necessary to cover 
the fixed assets, to meet the preliminary expenses, and to provide the 
initial working capital. Fixed assets by their nature require to be 
financed perpetually and will therefore be supported by the issue of 
capital. A part of working capital will also be permanent as it would 
be ambitious to think that the whole of the initial working capital 
plus the additional amount required in the company’s natural growth 
could be financed at a future date out of profits earned and retained. 
Working capital will be financed therefore partly by issued capital 
and partly by borrowings in the form of debentures or bank overdraft 
facilities. Preliminary expenses are financed out of issued capital. 

The capital structure depends to a great extent on the estimation 
of the future profits of the company and what capital they will 
sustain. Thus if the yield of such a concern was normally 10 per cent, 
and the estimated profit was ^(^50,000, the capital that could be 
sustained by this profit is a maximum of f 500,000 and ordinary shares 
to the value of ^500,000 could be issued. However, it would be unwise 
to strain profit to its maximum and a solution would be to issue 
preference shares at a lower rate of dividend. If 200,000 f i preference 
shares at 6 per cent and 300,000 fi ordinary shares were issued, the 
burden on profit would be: 

£ 

Preference Shares 12,000 

Ordinary Shares 30,000 £ 4 . 2,000 


This would leave a margin of ;^8,ooo. 

It is quite possible that the directors require more than £500,000 as 
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initial capital. Assume they need £650,000; this could be achieved by 
issuing; 


£> £, 
i.onn Debentures at /li ner rent Interest •? 


150,000 Debentures at 4^ per cent 

Interest 

6,750 

250,000 Preference Shares at 6 per cent 


15,000 

250,000 Ordinary Shares 

Dividend 

25,000 

£650,000 


£46,750 


There is still a margin of £3,250 to the anticipated profit level of 
£50,000. 

Thus various arrangements of shares can be made to achieve the 
object. This will depend upon the market’s acceptance of the 
different classes of securities. 

The composition of issued capital between fixed-interest securities 
and equities is of paramount importance to investors of both classes of 
security. It is therefore important to the company from the point of 
view of its acceptance by the investing public. This relationship is 
called gearing. 

CAPITAL GEARING 

A company is said to be highly geared when the amount of its fixed- 
interest-capital (including for this purpose debentures) is high in 
relation to its equity (usually ordinary shares) . It is low geared when 
its fixed-interest-capital is low in relation to its equity capital. The 
gear ratio is the amount that the fixed-interest-capital bears to the ordinary 
share capital. 

The following illustration will clarify this; 

Capital required £120,000; Estimated profit; £12,000 

High-geared Scheme Low-geared Scheme 

Capital Dividend Capital Dividend 

£ £ £ £ 

£100,000 6,000 20,000 1,200 

20,000 6,000 (30%) 100,000 10,800 (io-8%) 

£120,000 £12,000 £120,000 £12,000 

In the high-geared scheme the gear ratio is 5 ; i and in the low- 
geared scheme it is i ;5. The importance lies in profit fluctuations. In 
the high-geared scheme where the bulk of the capital is of fixed- 
interest securities, fluctuations in profit tv-ill seriously affect the 


6 per cent 
Preference 
Shares of £ i 
Ordinary 
Shares of £i 
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ordinary shareholder. The effect of fluctuations is far less in a low- 
geared scheme. Suppose, in the schemes above, the profit fell by 50 
per cent. The ordinary shareholder would receive no dividend in the 
high-geared scheme. He would receive a dividend of 4-8 per cent in 
the low-geared scheme. If there was a 50 per cent rise in profits, the 
ordinary dividend in the high-geared scheme would be 60 per cent; 
in the low-geared scheme it would rise to i6-8 per cent. From the 
preference shareholder’s point of view the low-geared scheme offers 
greater security of dividend. In times of prosperity the ordinary 
shareholders will tend to look for high-geared companies but in times 
of deteriorating trading conditions he will switch his investment into 
low-geared companies. 

ADDITIONAL CAPITAL REQUIREMENTS 

The methods described for the flotation of new companies apply 
equally to the raising of additional capital for an existing company. 
In floating a company, much depends upon estimates and thus 
adequate margins must be provided for contingencies. The 
calculations for additional capital can be based on known data and 
should be more accurate. Issues of additional capital require further 
considerations. 

Internal Savings. Before going outside the company, the possibility of 
raising finance internally should be considered. Discounts need not 
be taken and creditors may extend their credit terms while debtors 
may be induced to pay their accounts sooner and late payers can be 
followed up. Stocks may bear investigation for pruning. 

These methods in addition to bank overdraft facilities should be 
used where possible, especially if the shortage is temporary and 
caused by the need (a) to meet expenditure that will be financed by 
other means at a later date, or (h) to pay dividends, or (c) to meet a 
seasonal increase in stock or work-in-progress. 

If outside assistance is needed the following measures may be 
considered subject to the rights of existing loan creditors: 

(1) Freehold land and buildings may be sold and taken back on 
lease rental terms. 

(2) Plant and machinery may be sold to a finance house and may be 
bought back under a hire purchase agreement or taken on simple 
hire contracts. 

(3) A loan on mortgage of the land and buildings may be 
negotiated. 

(4) The sales may be financed by a hire purchase firm. 
Alternatively, the company may enter into hire purchase sales 
itself and sell its rights under the hire purchase agreements to a 
finance house. 
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(5) To avoid holding stocks of raw materials a section of production 
may be switched to sub-contractors. 

(6) Low profit production units may be discontinued and replaced 
by sub-contracting work. 

(7) In the case of products entailing a long period in production, 
more frequent progress payments may be used together with a 
reduction in the amount of retention money usually withheld. 

(8) Government aid may be available for expansion in development 
districts. 

If needs are greater than these methods can satisfy, the Government- 
sponsored institution, Finance for Industry Ltd, may make advances when 
security is inadequate to enable the borrower to obtain his finance 
elsewhere. Finance for Industry Ltd was created in 1973 as a result of a 
merger of the Finance Corporation for Industry and the Industrial and 
Commercial Finance Corporation. Its activities include the providing of 
capital for the re-equipment and development of industry when it is not 
possible to obtain finance readily elsewhere. Small and medium-sized 
companies, particularly those involved in technical development, 
may be provided with capital and financial advice. The company’s 
resources allow it to provide up to ,(^1,000 million medium-term funds. 

Equity Capital for Industry Ltd was created in 1976 as a long-term 
financial institution designed to provide equity, or equity-type, 
capital for British industry where the normal market mechanism does 
not make appropriate provision. Its shares are held largely by 
insurance companies, unit trusts and Finance for Industry; its 
authorised capital is million. 

If none of these methods is satisfactory the company must raise 
additional capital by issues. 


RIGHTS OF EXISTING HOLDERS 

An established company seeking to raise additional capital must have 
regard to the rights of all existing holders of shares and debentures. If 
it proposes to make a debenture issue, it must have regard to the 
rights of existing debenture-holders and their security. Such an issue 
will lower the cover on preference and ordinaiy' shares and introduce 
a further prior charge on profits; it will raise the gearing of the 
company and this may not suit the ordinary^ shareholders. 

A preference share issue must take into account the righcs of 
existing preference shareholders. As with debentures, it will not affect 
the general voting rights of the ordinaiy shareholders but it will 
create a prior charge on profits and reduce the cover of the ordinarv 
shares. It will also increase the gearing of the company which may 
already be highly geared. 
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An issue of ordinary shares will not affect the existing shareholders’ 
rights providing it is issued to dtem pro rata. If it is not so issued or is 
offered to the public generally, there will be a change in the balance 
of voting power. It will provide a greater cover for the preference 
shareholders and debenture-holders. If the company is already low 
geared, the issue will lower the gearing still further. 

SHARES ISSUED AT A PREMIUM 

Shares are issued at a premium not only because of the necessity to 
adjust the yield but also because it may be detrimental if they are 
not. Assume a company with ordinary shares of £1 has: 

£ 


Issued Capital 

100,000 

Reserves 

100,000 


;02OO,OOO 

Profit available for 
dividend 

,020,000 


The share value is £2 per share. The dividend is 20 per cent. 

The company wishes to acquire a further ,{^100,000 and estimates its profits 
will increase to ^£'37,500. If it issues 100,000 ;^i shares at par, the posidon 
will be: 

£ 

Issued Capital 200,000 

Reserves 100,000 

;(; 30 o,ooo 

The share value has fallen to ;(ji'50 per share. The dividend has fallen to 
18-75 per cent. 

If 50,000 £ I shares were issued at £2 per share, the position would be: 

£ 

Issued Capital 150,000 

Share Premium Account 50,000 

Reserves 100,000 

,^300,000 

The value of the shares would be maintained at £2 per share and the 
dividend would be maintained at 25 per cent. 

The only limitation on shares issued at a premium is the price the 
market is willing to pay. Shares (but not debentures) cannot be 
issued at a discount except with the consent of the Court, as such 
issue is tantamount to a reduction in capital which is permitted only 
under the provisions of the Companies Acts. 
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RIGHTS ISSUES 

An issue of shares usually gives the existing shareholders the prior 
right to take up a proportionate amount of the new issue at a price 
less than the current market value of the shares. This is termed a 
rig/its issue. A rights issue is made by issuing a provisional letter of 
allotment which shows the shares the member is entitled to take up 
and the price payable for those shares. The member may take up the 
issue wholly or may renounce the issue by selling his “rights” to 
another party, or he may take up some shares and sell his “rights” to 
the balance. 

An issue at less than the market value of the existing shares will 
lower the value of the ordinary shareholder’s equity but he will 
participate in a larger capital fund with potentially greater profit 
prospects. The preference shareholder will obtain more cover. Rights 
issues of preference shares are less common but they are made in 
conjunction with a similar issue to the ordinary shareholder and so 
preserve the status quo. 

The price at which a member can sell his rights depends on many 
factors; for instance, demand for the shares, the ability to maintain 
the present dividend on the increased capital and the purpose for 
which the money is to be used. 

A purely theoretical computation of the value of a rights issue is as 
follows: £ 

Existing holding 4 shares: value ;iCi'5o each 6-oo 
Rights Issue 2 shares: value ;Ci’25 each 2-50 

6 shares are worth 8-50 


One share is worth £‘'4*2 

The Rights are worth jC'‘ 4*2 pcr share 

In fact they will differ substantially from this figure and could be 
25P per share reason why they could reach this 

figure is that they may not be procurable in quantity on the market. 
Furthermore, paying /^i-50 per share in this way would cost the 
purchaser less than paying £ i -50 per share on the market because no 
stamp duty or brokerage is payable on letters of allotment. 

BONUS ISSUES 

If the reser\'es of a company have built up so that its issued share 
capital is out of proportion to the capital employed, there will be a 
high rate of dividend. This may lead to complications discussed 
previously in under-capitalisadon. In order to rectify the position 
ordinar>' shares are issued as fully paid up pro rata to exiting 
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shareholders. It must be emphasised that the equity of the 
shareholders is in no way changed; their equity is merely more 
clearly demonstrated. 

As with a rights issue, a bonus issue is made on a letter of allotment 
which has a saleable value. The same considerations as for a sale of 
rights apply to the sale of a bonus issue as far as its saleable value is 
concerned. A theoretical calculation of the saleable value is as 
follows: 

£ 

Existing holding: 4 shares: value ,{^1 -50 each 6-oo 
Bonus Issue: 2 shares — 


6 shares are worth 6-oo 


One share is therefore worth ,^1 and this is its saleable value. 


MARKETABLE UNITS 

If a company is sound, the demand for its shares will force their 
market value up. If the nominal value of the share is high, then few 
shares can be bought at one time and many small investors may not 
buy the shares. For these and a variety of reasons the dealings in the 
shares may be few. It is generally recognised that a healthy state of 
the company’s finances exists when its shares are actively traded on 
the market. For this reason the nominal value of a procurable unit 
should be such that it offers a recisonably opportunity for the smallest 
investor to procure it in satisfactory numbers. Thus, over the years 
some shares having a nominal value of ^5 per share, market vahic£io, 
have been systematically subdivided until they now stand at shares of 
;^o-50 each; this stimulates greater activity. 


VARIATION IN THE RIGHTS OF MEMBERS 

So far initial issues and additional issues of capital have been 
considered; but there may come a time in the company’s life when 
the whole capital structure of the company is apparently wrong. This 
may have arisen from badly judged capital issues, prolonged periods 
of trading losses or changed patterns of trade. When considering a 
new structure, all the considerations applying to members’ rights, 
investors’ requirements, gearing, etc., must be considered; no hard 
and fast rules apply. The most difficult part will be the reconciliation 
of the rights of preference shareholders and ordinary shareholders. 
The former are the most likely to suffer because the voting power is 
with the ordinary shareholders. 
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AMALGAMATIONS AND RECONSTRUCTIONS 

Stxicdy speaking, absorption is where one company purchases another 
company, the second company being absorbed by the first company, 
whereas amalgamation refers to the sale by two or more companies of 
their assets to a new company formed for the purpose. As these terms 
are not strictly applied in practice, amalgamation will be used here 
to cover both operations. 

Reconstructions do not necessarily involve another company. A re- 
construction is simply a variation in the rights of shareholders. It can 
of course be facilitated by the liquidation of a company and the for- 
mation of a new company but usually, unlike an amalgamation, it 
affects one company or group of companies only. If only one com- 
pany is concerned in a reconstruction it is called an internal recon- 
struction; if two or more companies are involved it is called an ex- 
ternal reconstruction. 


AMALGAMATION 

This may be either horizontal or vertical (see Chapter 5). Horizontal 
integration is the joining of effort of two or more companies engaged m 
the same process of the same trade; for example the amalgamation 0 
two companies in the retail grocery trade. Vertical integration k t e 
joining of two or more companies in the same trade but m a dillerent 
process within that trade; for example the amalgamation 0 a oot 
and shoe manufacturing company and a company oivning oot an 

shoe retail shops. , 

Another type of integration seeks to smooth out tee ects o 
fluctuations. This is diversification and its aim is to merge in ° ° 
group companies engaged in different trades so at v , 

is declining another trade is approaching maximum ac . 

textile manufacturing company may amalgamate ivit 

"MenTn'may be made here of a renier/uun. This is J 
mation; it is a pooHng of effort where the task undertaU ^ 

diverse and too costly for one undertaking. comes to an 

completed and the profits are shared, the consor 

end. 


INTEGRATION 

Whether integration takes place by the for the 

or by using one of the existing as at the date of 

interests of the shareholders fo^cerned quoted on the stock 

integration. Valuation is easier if the s 
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exchange; otherwise the interests of the shareholders will need to be 
valued by reference to the current value of all the net assets and the 
value of goodwill which will invariably differ from the values shown 
in the balance sheet. It is not always necessary to include debenture- 
holders and preference shareholders in the transaction because it is 
the control of the companies that is being integrated and this con- 
cerns the equity shareholders. It may in certain circumstances be 
expedient to include debenture-holders and preference shareholders 
in the amalgamation. 

Integration by means of a holding company. In this case a new company is 
formed to acquire the control of two or more companies. The old 
companies still operate under their own names; all that has happened 
is that the ordinary shareholders of the old companies have sold their 
shares to die new holding company in exchange for shares in the 
holding company, and the holding company has a controlling 
interest in each of the old companies. Usually the new company 
acquires all the ordinary share capital of both old companies. The 
holding company can itself be formed with preference and ordinary 
share capital and can issue preference shares and ordinary shares to 
the ordinary shareholders of the old companies. In this way the struc- 
ture of the whole enterprise can be balanced if the previous gearing 
of the two companies is incorrect or if amalgamation makes the gear- 
ing unsuitable. 

Integration by means of an existing company. In this case a new company 
is not formed as a holding company; one of the companies involved is 
chosen. The chosen company will issue share capital to the company 
or companies whose equity is being bought and thus may require an 
increase of its authorised capital. The chosen company should be one 
whose capital structure can be brought into the pattern required as 
easily as possible without causing such a disturbance of rights that the 
scheme may be thrown out by the shareholders. For the reasons dis- 
cussed under amalgamation by means of a holding company, it is 
better to choose as the acquiring company the one whose priority 
claims as to capital and income are the least costly to the group as a 
whole. Consideration must also be given to the fact that any deben- 
ture-holders or preference shareholders of the acquiring company will 
be afforded greater cover than before. If both companies have equal 
and substantial prior interests, the formation of a new holding com- 
pany should be considered. 

The pre-incorporation profits position must be considered. One 
company may have a substantial amount of undistributed profit 
which, if acquired, would no longer be free for distribution. 
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ABSORPTION 

In an absorption an existing business or company is taken over com- 
pletely by another company. All the assets are acquired although 
sometimes debtors are left out of account and debts are collected by 
the absorbing company as agent for the absorbed company. If the 
absorbed concern is a firm, the proprietor or partners will merely 
take the consideration and the firm will cease, its assets and liabilities 
being taken by the absorbing company. 

If the absorbed concern is a company, the procedure is slightly 
different. The absorbing company will acquire the equity of the com- 
pany to be absorbed either by paying in cash or offering shares in its 
own company in exchange, or it will pay partly in shares and partly 
in cash. If the company to be absorbed has debentures and prefer- 
ence capital, these will be acquired either for cash or for securities in 
exchange, or they will be redeemed. In either case the absorbing 
company becomes the only shareholder of the company absorbed. It 
may then proceed in either of two ways: it may place the absorbed 
company in Members’ Voluntary Liquidation in which case the 
liquidator will transfer the assets in consideration of the repayment of 
share capital or, if the absorbing company wishes to preserve the 
name of the old company to avoid a competitor using it or if it thinks 
that at some future date it may wish to commence trading in that 
name, it will purchase the assets for a nominal figure, say £ i , and will 
then have a non-trading subsidiary, the only asset being £i in cash. 

The objection to absorption is the necessity to compensate the de- 
benture and preference shareholders if they are to be repaid at a pre- 
mium or if their shares stand on the market at a price less than their 
redeemable price. Usually a low market price indicates cheap 
interest rates and thus it would be more economical simply to acquire 
the equity. Conversely, if the market price is above the redemption 
value it indicates a high rate of borrowing and absorption is a cheap 
way of eliminating priority capital. 


RECONSTRUCTIONS 

An internal reconstruction merely changes the rights of the members 
and, possibly, of the debenture-holders of the company. It is a matter 
of evolving a scheme whereby the desired result in the capital struc- 
ture is obtained. The greatest difficulty lies in balancing the rights of 
the various classes of shareholders interested. A reconstruction 
usually, but by no means always, requires some members to forfeit 
some right or benefit. Accordingly some inducement has to be offered 
either concurrently or in the future. The inducement to preference 
shareholders who usually suffer because they have no voting power 
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may be an issue of ordinary shares or the conversion of their prefer- 
ence shares to participating preference shares. No set rules can be 
laid down and any scheme depends upon the circumstances of that 
particular case. 

In an external reconstruction, a new company is needed to acquire the 
old company’s assets. The considerations in this case are the same as 
those in an absorption. The difference between an external recon- 
struction and an absorption is that in the former a new company is 
formed specially to effect the reconstruction whilst in the latter an 
existing company acquires the whole of the assets of another firm or 
company. 


TAKE-OVER BIDS 

This movement started in the banking world and culminated in 
today’s “Big Four” (see Chapter 36). Industrial giants such as Im- 
perial Chemical Industries Ltd, Unilever Ltd, owe their size to take- 
over bids and amalgamations. Many arguments have been raised 
for and against such practices. Whether they are good or bad de- 
pends on the reason for the take-over. If a mere quick capital profit 
is the aim of the bidder at the expense of the general com- 
munity, the policy is bad. If the bid is for amalgamation and for 
the accepted results of amalgamation, it cannot always be said to be 
bad. 

Three acceptable reasons for take-over bids are: (i) the combina- 
tion of the company with other companies for the benefit of the 
whole; this includes the desire of a company with interests in a single 
field to diversify its interests and so spread its risks; for example, a 
leading tobacco company has acquired interests in food, confec- 
tionery and cosmetics; (2) the introduction of “new blood” into man- 
agement to achieve greater profits; or (3) to change the trading of the 
company to a more profitable activity (a cinema may be changed 
into a self-service store). A fourth (and distasteful) reason is the 
acquisition of assets merely for quick capital gain. 

To prevent a take-over bid taking place for other than reasons of 
amalgamation, the directors can take certain steps. They can inform 
the shareholders of the true worth of their assets either in the report 
of the directors or in the chairman’s statement or they can revalue 
the assets in the accounts. They can recognise that profit placed to 
reserve is a feature of the capital employed and use the reserves to 
make a bonus issue. They can pay the rate of dividend demanded by 
the level of profit earned. 

The initial stages of a bid usually take the form of purchasing 
shares on the Stock Exchange or, where many of the shares are held 
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by a small number of persons, e.g., the directors, by a direct ap- 
proach. Where many of the shares are widely held a circular offer to 
purchase their shares, sent to such shareholders, becomes necessary. 
As a consequence of requirements in the Prevention of Fraud {Invest- 
ments) Act 1958, the circular offer is always made, on behalf of the 
bidding company, by its financial advisers, usually a merchant bank, 
issuing house or similar institution. These institutions, as a result of 
severe public criticism of the conduct of certain bids, have agreed 
upon a set of rules known as the City’s Code on Take-overs and Mergers', 
this requires the offer to contain a great deal of information as to the 
assets, profits, etc., of both companies and of the market values of the 
shares to be acquired (and of any shares to be issued in exchange) 
and to be sent to the directors of the company to be acquired before 
it is despatched to their shareholders, so that the directors are given 
an opportunity to provide their members with any advice or further 
information they may wish to give them. 

The offer is always expressed to be conditional upon holders of a 
specified proportion of the shares (usually 90 per cent) accepting 
within a stated period (usually three weeks), and to become uncondi- 
tional {i.e., binding on the acceptors) upon such proportion being 
reached. Where the bid is successful to this extent, the bidding com- 
pany may compulsorily acquire the remaining shares. 

CONSIDERATION 

When the acquisition of shares is involved, it has to be decided whether 
the acquisition should be for cash or by an issue of other securities in 
exchange for those acquired. 

If the position of the acquiring company is sound there should be 
no difficulty in offering shares in that company as consideration. If 
the position is not sound, the shareholders of the company to be 
acquired will prefer cash and this will lead to a wave of selling of 
either shares of the company to be acquired or shares of the acquiring 
company after they have been received; in either event, the outcome 
is unfavourable. When such a position is foreseen, cash should be 
offered rather than a mixture of cash and shares. 

In order to effect the amalgamation, the acquiring company may 
have had to pay an enhanced price for the acquired company s 
shares. The acquired company’s profit or future anticipated earning 
may not yield as high a return, therefore, as the return being earned 
by the acquiring company if the whole of the purchase ^ce was 
satisfied by the issue of shares of the acquiring company. To make 
the profit yield of each company the same, a suitable proporuon of 
the purchase price can be satisfied by cash. 
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ACCOUNTING RATIOS 

Many accounting ratios can be devised. Each may be of considerable 
importance for the purpose involved but it is of little use to calculate 
numerous ratios if tliey are going to be irrelevant. Most ratios are 
expressed as a percentage. It is pointless to compare one percentage 
widi another if the basis of calculation is not the same; the basis 
should be consistent. If it has to be changed, the percentages worked 
out on tlie old basis should be reworked on the new basis for the 
purpose of comparison. Because of the need to use a common basis 
great care must be exercised in using ratios to compare the position 
in two different undertakings. To demonstrate the main accounting 
ratios the following abridged accounts will be used. 


BALANCE SHEET 



£ 

£ 


£. 

£ 

I&sued Share 



Goodwill 


100,000 

Capital 


200,000 

Fixed Assets 



Capital Reserve 


50,000 

less depreciation 


269,500 

Revenue Reserves; 



Current Assets: 



General 



Investments 

8,000 


Reserve 

75,000 


Stock in trade 

60,000 


Profit & 



Debtors 

16,000 


Loss Account 

40,000 

I 15,000 

Cash at 






Bankers 

1 1,000 

95,000 



365,000 




5 per cent 






Debentures 


50,000 




Reserve for 






future taxation 


4,000 




Current 






Liabilities 


45.500 






£464,500 



£464,500 



TRADING 

ACCOUNT 




£ 

£ 



£ 

Opening Stock 

48,000 


Sales 


138,000 

Purchases 

108,600 






156,600 





Closing Stock 

60,000 

96,600 




Gross Profit 


41,400 






£138,000 i 



£ i 38 . oo » 
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EXTRACT FROM PROFIT AND LOSS ACCOUNT 

Profit before taxation 38)300 (includes gross income 

Taxation on the profits of the year 3)8oo from Investments) 


Profit after providing for taxation £34)500 


CONSIDERATION OF TERMS 

‘^Capital employed’^ normally means fixed assets plus current assets less curr- 
ent liabilities', it is then usually called “net capital employed”. Some- 
times it is taken to mean the total of fixed assets and current assets 
and is then termed “gross capital employed”. Other definitions 
deduct from the net capital employed long-term indebtedness and 
any other form of finance that arises from outside the concern; it is 
then termed “proprietors’ net capital employed”. 

Among many other considerations are the following: ( i ) should the 
assets be brought into account at cost ignoring depreciation or at 
their written-down value or at replacement costs; (2) should tempor- 
ary investments that may be included in current assets be brought 
into account because they are not concerned in profit making; (3) 
should cash on current account be brought into account because it is 
not earning profit; and (4) should intangible assets such as goodwill 
be brought into account? 

Arguments for and against the use of gross, net or proprietors’ net 
capital employed and for and against the inclusion of certain assets 
can be developed at length. Generally speaking, it is more usual to 
find the figure of capital employed as the total (fi fixed assets at cost less 
depreciation, plus current assets at valuation, excluding temporary investments , 
but including cash, less current liabilities and ary loans repayable within twelve 
months. 

Profit which enters into the calculation of the return on capital 
employed is also an adjustable item. Different profit figures can be 
revealed from the same set of figures. The important point is consis- 
tency — consistency in the values of assets and liabilities and in the com- 
posite items of profit. Obviously, if an asset such as a temporary 
investment is excluded from capital employed, the interest received 
from the investment must be excluded from profit. 

RETURN ON CAPITAL EMPLOYED 

The reason for showing the reUim on capital employed is to de- 
monstrate the yield obtained by management on the funds made 
available for their use. What is a satisfactor>' return depends entirely 
upon the nature of the business and the amount of risk involved. 
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Referring to the demonstration balance sheet and accounts, the 
following returns may be calculated: 

Return on Net Capital Employed: 


38,300 - 300 3,800 „ „o/ 

^ X 100 = = I2-27o 

269,500 + (95,000 - 8,000) - 45,500 31 1 


Return on Gross Capital Employed: 

38,300 


269,500 + 95,000 
Return on Proprietors’ Net Capital Employed: 

38,300 


X too 


„ 2 & P - . .0.5.4 

3.645 


200,000 + 50,000 + 115,000 


X too = . 8’§3 0 

385 


10 - 5 % 


CURRENT RATIO 

The current ratio is the ratio existing between current assets and current 
liabilities. Current assets are those that will mature within a year and 
current liabilities those that will be paid within a year. 

The current asset ratio is important because it measures the 
growth of working capital and shows the ability of the concern to 
withstand setbacks and to meet any long-term indebtedness. There is 
no defined ideal ratio; it depends on the nature of the trade and the 
pattern of funds. If there are short-term borrowings, the ratio should 
be higher to meet these borrowings than in an undertaking without 
such indebtedness. 

The time at which the ratio is expressed is important if profit is 
liable to fluctuations and if trade is seasonal. 

The current ratio of the demonstration balance sheet is: 

Current Assets Q'i,ooo 19 , 

; = = - 3 . expressed as 19 • 9- 

Current Liabilities 45,000 9 

This ratio is not expressed as a percentage. If the current ratio does 
not increase proportionately to increases in turnover, the undertaking 
will be overtrading. 


LIQ^UIDITY RATIO 

It has been noted that although the net current asset position may be 
satisfactory, the liquid position may be totally unsatisfactory. The 
liquidity ratio indicates the state of liquidity and is expressed as: 

Liquid Assets _ 8,000 + 16,000 + 11,000 _ 35,000 _ ^0:91 
Current Liabilities 45,500 45,500 
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In this case the liquid position should be improved. Generally 
speaking, it should be in the ratio i ; i; this indicates that liquid re- 
sources will meet liabilities. 


CURRENT ASSETS CONSTITUENT RATIOS 

A disproportionate movement of the current ratio and the liquid 
ratio may be explained by expressing each item of current assets as a 
ratio of total current assets as follows: 


Stock 60,000 

Current Assets 95,000 


60 ; 95 


Debtors _ 16,000 
Current Assets 95,000 


16 : 95 


Investments -H Cash _ 19,000 
Current Assets 95,ooo 


19:95 


If the stock and debtors ratios do not move proportionately, over- 
or under-production or a fall or increase in sales is indicated. If the 
cash ratio fluctuates, current liabilities may require attention. 


FINISHED STOCK TURNOVER 

The speed with which stock turns over is important. If it is dispropor- 
tionately low to the period required to service orders, it may indicate 
that there is undue stockpiling and stocking of obsolete lines. It may 
also mean a falling off in sales. The stock turnover is calculated as 
follows; 


Cost of Sales 
Average Stock 


96,600 

(48,000 + 6 o , ooo )/2 


96,600 

54,000 


= less than 2 times 


As this represents less than two times, it indicates that items are in 
stock for more than six months before sale. It may mean that the 
period is one at the end of stockpiling for seasonal sales. It may also 
mean that large obsolete items are being held or many slow-moving 
lines are still in stock. 

In the above example, turnover has been taken at cost (i.e., cost of 
sales) and stock has been taken at cost. Variations include taking 
both turnover and stock at selling prices. 


GROSS PROFIT RATIO 

This is the ratio of gross profit to sales. It indicates the average addition 
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to cost of sales for profit {i.e., the mark-up). By itself it may be mis- 
leading as where various products are sold the gross profit on each 
line may differ substantially. 

The gross profit ratio in the demonstration accounts is: 

41,400 

— — X 100 = qo per cent 

138,000 


AVERAGE COLLECTION PERIOD 

Wlien making this calculation which measures the period of credit taken 
by debtors, cash sales and sales of extraordinary items should be 
eliminated. The calculation is: 


Debtors 


16,000 


Average daily sales 1 38,000 -h 365 


= 42 days 


A similar calculation may be made for creditors by use of the for- 
mula: 


Creditors 

Average daily purchases 

The above ratios are those most frequently used. Others also used, 
but less frequently, are as follows: 

Capital Employed to Fixed Assets. This shows the degree of ownership of 
fixed assets. The shareholders should own the whole of the fixed 
assets and this ratio demonstrates how far they do so. 

JVet Worth to Indebtedness. This illustrates the ratio of the shareholders 
interests to those of loan and other creditors. Net worth is the amount 
of issued capital plus all reserves which belong to the shareholders. 
The ratio of priority capital to the equity is shown by the ratio of 
Preference Share Capital to Ordinary Share Capital. 

Sales figure in many ratios, some of which are as follows: 

Sales to working capital, which shows the use being made of working 
capital. 

Sciles to fixed assets, which shows the use being made of fixed assets 
in their capacity of an investment. 

Sales to issue share capital or sales to net worth which show the rate at 
which such capital is being turned over. 

Subsidiary or secondary ratios express the relationship of fac- 
tory cost, selling costs, distribution costs, administration costs, capita 
expenditure, etc., to sales. 

Stock ratios include the relationship of raw material stocks to pur- 
chases and to total sales and the ratio of work-in-progress to sales. 
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Ratios connected with earnings include; 

Net profit (after charging preference dividends) to either the nomin- 
al value of issued ordinary share capital or this nominal value plus 
the reserves belonging to the equity shareholders. 

The dividend policy of the company can be determined by ex- 
pressing the earnings retained in the business as a percentage of the 
total earnings. 


GOODWILL AND ITS (QUANTIFICATION 

Goodwill is a term in common use in business but it is a term that is 
difEcult to define. There are several judicial definidons of the term, 
among them the following: 

“I understand the word to include whatever adds value to the 
business by reasons of situation, name and reputation, connection, 
introduction to old customers, and agreed absence from competition, 
or any of these things.” — Lord Lindley. 

“The term goodwill is nothing more than a summary of the rights 
accruing to the purchasers from their purchase of the business and 
the property employed in it.” — ^Lord Davey. 

Goodwill is essentially the acquisition of a benefit that will arise in 
the future. It is the projection into the future of something built up in 
the past but the past is used only as a basis on which to assess the 
future benefit. To this extent the value of goodwill is uncertain be- 
cause any assessment of the future is uncertain. Nevertheless, once an 
estimate of future probabilities has been made, the valuation of the 
benefit to be received can proceed on a scientific basis. 

TYPES OF GOODWILL 

There are three principal types of goodwill: 

(а) that attaching to a person or persons; 

(б) that attached to a building or site; and 

(c) that attached to a product. 

The goodwill attached to a building or site is very rarely the sub- 
ject of a valuation. It is reflected in the value of the building or in the 
value of the land. The difference between the value of identical pre- 
mises, one situated in the middle of a city shopping area and the 
other situated in a rural area, or of a petrol filling station near the 
intersection of main trunk roads and of one situated in a village, is 
essentially the goodwill attached to the location of the building or site 
and the value is automatically determined by the price a purchaser is 
willing to pay to acquire the building or site. 
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Goodwill attached to a product can be more aecurately assessed 
than that attaehed to a person but an element of doubt must exist. 
Some products have become household names; they are established 
in the minds of shoppers who automatically ask for the product 
when they are making purchases. But a new manufacturer may come 
into the market and with a clever advertising campaign and a reduc- 
tion in selling price may offer serious competition; or a well-known 
manufacturer who has not previously produced the particular type of 
product will decide to produce it in direct competition. These are 
probabilities that must be considered, but they are capable of being 
reasonably estimated. 


GOODWILL ATTACHED TO PERSONS 

The goodwill attached to a person or persons is the most difficult to 
assess. In order to assess this type of goodwill it is necessary to ex- 
amine not only the influence of the person as the attracting force but 
all other relevant matters as well. Mr Smith may have a grocery 
business which is making as much profit as Mr Brown’s grocery busi- 
ness further down the road. Mr Smith is very charming to his cus- 
tomers; his personality attracts custom. Mr Brown is the efficient type 
of person; he is rather reticent, inclined to hurry his customers and he 
does not pass the time of day with them. But he does buy more wisely 
than Mr Smith and sells his goods slightly cheaper than Mr Smith. 

The purchaser of goodwill is buying future profit. The attractive 
force in Mr Smith’s business is clearly Mr Smith but in Mr Brown s 
business the attractive force is mainly the quality of the commodity 
and the lower selling price. A purchaser of Mr Smith’s business 
would stand to lose custom more easily than a purchaser of Mr 
Brown’s business and therefore the goodwill of Mr Smith’s business 
cannot be valued as highly as that of Mr Brown’s business. 

Previous year’s trading results: 



Mr Brown 

Mr Smith 


£ 

£ 

Sales 

100,000 

80,000 

Cost of Sales 

75,000 

55,000 

Gross Profit 

25,000 

25,000 

Overheads, etc. 

15,000 

15,000 

Net Profit 

,^10,000 

,ri 0,000 


It is estimated that if Mr Smith sold his business 5 per cent ofhis customers 
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would stop calling at the shop. There would then be a fall rateably in gross 
profit and this would have the following results; 


Gross Profit 25,000 

Less: Rateable reduction 5,000 

20,000 

Overheads, etc. 13,000 

Net Profit ;£^5 ,ooo 


Although it is exaggerated, this example demonstrates that loss of 
esteemed personal service upon which goodwill has been built can 
seriously affect the value to be placed upon such goodwill, 

SUPER PROFIT 

When a person buys a business he purchases net assets at their curr- 
ent worth plus goodwill. If, instead of buying that business, he were 
to invest his money in stocks and shares with the same degree of risk 
of capital, he would receive interest on his outlay without effort on 
his part. He could also work and receive remuneration. If the antici- 
pated profit return from the purchase of a business, not enhanced by 
his own effort, does not yield more than the remuneration and 
interest he would otherwise receive, there is, strictly speaking, no 
goodwill. Goodwill is therefore the excess of profit over and above an 
adequate reward for the proprietor’s effort plus an adequate yield on 
the sum invested. This excess of profit is called “super profit”. 

Goodwill cannot be limited to this strict interpretation, however, 
because wherever a business is earning reasonable profit an advan- 
tage will accrue to the purchaser by reason of the fact that the bus- 
iness is established. Thus, the doctor buying a retiring practitioner’s 
practice may not receive any super profits but he will receive the 
benefit of the connecdon between the practice and patients. Connec- 
tions, therefore, are a valuable benefit comprised in goodwill. 

There are many more excepdons to the strict interpretadon that 
without the presence of super profit there can be no goodwill. A 
“household name” product may have a secure market but the profits 
may not extend to super profit; monopoly of a market should be 
attended by super profits but if not the market monopoly may still be 
valuable; a retiring partner is entitled to some reward for the connec- 
dons, etc., that he has helped to build up and is leaiing for the 
benefit of the remaining partners; business “A” may have a valuable 
overseas connection or some other attribute that would be of great 
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financial benefit to business “B” and which business “B” would pay 
dearly to acquire; a competitor may be breaking in on a company’s 
market and may be bought out of competition for a considerable 
sum, tliough monopoly legislation would inhibit such a proposal 
However, these and other matters must be carefully valued in the 
light of the special circumstances prevailing. 


ADJUSTMENT OF PROFIT 

Goodwill as we have seen is the right to future profit but future profit 
can be estimated only by reference to some yard-stick. The yard-stick 
is the current trend and this is measured by reference to the profit 
achieved in the most recent years. Usually three years’ profits are 
taken. The profit shown by the accounts needs very careful scrutiny 
and may require much adjustment. Income may include interest 
from the investment of temporary idle funds, or it may include the 
profit on the sale of a capital item or the proceeds of an insurance 
claim. Many adjustments may be required on the debit side and 
whatever is charged for remuneration should be adjusted to a reason- 
able amount. Directors of private companies are apt to draw ex- 
cessive remuneration in preference to dividends, for taxation pur- 
poses; a proprietor may withdraw a very small amount from his bus- 
iness. 

The adequacy or inadequacy of the charge for depreciation must 
be considered in view of the state of the assets to be acquired. Some 
of the adjustments that may be required before the true profit for the 
years concerned is determined are as follows: machines may have 
been bought many years previously and be at the end of their useful 
working life; in such cases, the charge for depreciation may be so 
small as to be only a nominal figure and profit will need to withstand 
a heavy provision for renewal of the machines; the provision for bad 
and doubtful debts may have been too great or too small; discount 
terms offered to customers may have been poor compared with terms 
offered currently and may need to be increased if the customers are 
to be retained: if the discount terms have been too generous, no 
adjustment should be made as the purchaser would have to stand by 
them for a short time at least if she wished to preserve the custom; 
repairs and renewals may contain a charge for an exceptional item 
that requires spreading backwards over relevant years or repairs and 
renewals may have been deferred in view of the impending sale of the 
concern; advertising or research and development may include a 
charge that requires spreading forward; and a loss on the sale of a 
capital item may have been charged. 
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VALUATION OF GOODWILL 

Super profit is calculated by taking an average of the profits adjusted 
and deducting therefrom an adequate yield on the sum to be paid for 
net assets. The sum to be paid for the net assets is determined by the 
valuation of those assets. 

The yield required is more difficult to arrive at. In order to find 
the interest rate to be used, it is usual to take the yield on Govern- 
ment securities as a measure of what is required on safe capital and 
then to increase the rate required by assessment of the risk to capital 
involved. This risk is assessed by a study of the industry generally and 
the concern particularly. 

By way of example, let us suppose that the net assets of a business 
are valued at £75,000 and the return required is set at 10 per cent. 
The profits of the past three years, adjusted for the calculation of 
goodwill, have been £10,000, £11,500 and £14,000. 

The average profits over the past three years are: 

10,000 -f 11,500 + 14,000 

£— ^ £ib833 

3 

This is not truly representative in view of the upward trend and it may be 

more equitable to weight the profits so that a weighted average is obtained, as 

follows: - f. 

£10,000 X I = £10,000 

£11,500 X 2 = £23,000 

£14,000 X 3 = £42,000 


^ 7‘s,ooo ^ 

— = £12,500 

D 

Average profits £12,500 

Return required on 
capital: 

£75,000 at 10 per cent £7>5O0 

Super profit £5»°t>o 

From this point procedures differ. 

Number of Years’ Purchase: Depending upon the type of business and the fects 
surrounding the transaction, it may be considered reasonable to pay for four 
years’ super profit. In this case the purchaser wll pay £95,000 for the busi- 
ness and this is arrived at as follows: 

Net tangible assets £75>ooo 

Goodwill (4 X £5,000) £20,000 


Total consideration £95,000 

Profit of £12,500 represents a return of 13-16 per cent on £95,000 
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Capitalisation Basis: By this method the super profit is capitalised at the yield 
required for the business and results in a value of £12^,000 as follows; 

Net tangible assets £75fioo 

Goodwill: 

£^,000 capitalized at 

10 per cent ,^50,000 

Total consideration £12^,000 

The profit of £12,500 shows the required return of 10 per cent on 
^125,000. 

An alternative method of making this calculation is as follows: 


Profit of ^12,500 capitalised at 10 per cent 
Value of net assets acquired 

Therefore the value of goodwill is 


£ 

125,000 

73,000 

;C50.000 


A variation of this method recognises that the super profit stands at 
more risk and the topmost super profit stands at most risk. The yield 
required should be greater to compensate for the risk and so the 
valuation may result in a figure of £iii ,000 computed as follows: 


Net tangible assets 
Goodwill: 

;^2,ooo capitalised at 12^ per cent 
£3,000 capitalised at 15 per cent 

Total consideration 


£ £ 

75,000 

16.000 

20.000 36,000 
^111,000 


Profit of 2,500 shows a return of 11-26 per cent on 1 1,000. 


The alternative basis of calculation here is: 

Capitalisation of profit 
;^7,500 at 10 per cent 
;^2,ooo at I2| per cent 
/^3,ooo at 15 per cent 


£ 

75.000 

16.000 

20.000 

1 1 1 ,000 

75.000 


Value of net assets acquired 
Value of goodwill is therefore 


^36,000 
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CRITICISM OF THESE METHODS: These three methods are not scientific. 
They do not take into account the fact that the goodwill will gra- 
dually be eliminated by the lapse of time. As the years pass the good- 
will created by the vendor will merge with the goodwill being created 
by the purchaser and ultimately will disappear. The number of years’ 
purchase method does not allow for the steady decline of goodwill. 
The capitalisation method does not provide for these factors because 
goodwill is capitalised and held in perpetuity. 

The two following methods are most commonly used. 

Sliding-Scale Method: This method recognises the gradual diminution 
in the value of goodwill and is calculated as follows; 

Goodwill: 

Anticipated reduction ;^i,ooo per year for 5 years £ 


uuugiu lor 5 years g_OOo 

£^)000 „ „ 4 „ 4,000 

^t,ooo „ ,, 3 „ 3,000 

;^i,ooo „ ,, 2 „ 2,000 

£1,000 „ „ I year 1,000 


15,000 

Net tangible assets 75,000 


Total consideration £90,000 


Profit of £12,500 shows a return of 13-9 per cent on £90,000. 

Although this method goes half-way to meeting the requirements it 
is not as scientific as the annuity method. 

Annuity Method: This method takes into account that money spent now 
to receive an amount at a future date could otherwise be invested 
during the interval to earn interest. The amount payable now should 
be discounted therefore to compensate for the interval that will 
elapse before the benefit is received. The present value of annual 
receipts of £5,000 for 4 years can be obtained by reference to annuity 
tables. Assume that such tables show that the present value of £i re- 
ceived annually for 4 years discounted at to per cent is 3' ^7- Thus 
the present value of £5,000 received annually for 4 years is: 

£5,000 X 3-17 = £i 5>850. . r .u X j 

This has not taken into account, however, the fact that the good- 
will received will diminish over the years or that the topmost super 

profit is at the greatest risk. .... ■ < 

Suppose, therefore, that the following position is determined. Of 

the super profit of £5,000 
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£^,ooo will be received during the first year. 

/^4,ooo will be received for the next year. 

;^3,ooo should be received in the third year but there is an element of doubt 
and the discount for risk should, therefore, be raised to 12 percent. 
j(^2,ooo should be received in the fourth year but the risk is greater, so the 
discount should be 14 per cent. 

^1,000 should be received in the fifth year at the same risk. 

By referring to compound interest tables, the above position can be 


evaluated as follows: 

Present value of: £ 

^5,000 received i year hence: rate 10% (5,000 x o-gog) 4)545 

,^4,000 ,, 2 years hence; rate 10% (4,000 x 0-826) 3,304 

,03,000 „ 3 „ „ „ 12% (3,000 X 0-712) 2,136 

^2,000 „ 4 „ „ „ 14% (2,000 X o-5g2) 1,184 

,ri,ooo „ 5 „ „ „ 14% (1,000 X o-5ig) 519 


Thus the value of the business will be: 

Net tangible assets 

Goodwill 

Total consideration , 086,688 

The profit of ,012,500 shows a return of 14-42 per cent on , 086 , 688 . 

If it was considered that the above position would prevail but the 
additional risk element was absent so that the discount rate should be 
10 per cent throughout, it would be better to refer to the annuity 
table giving the present value of a stream of payments of , received 
monthly for N years. On this basis goodwill would have been valued 
at 2,638 as follows; 

Present value of: £ 


,0i,ooo received for 5 years (1,000 

X 3-g62) 

3,962 

>> J3 

33 4” 

( „ 

X 3-313) 

3,313 

J5 J5 

33 3 33 

( „ 

X 2 - 599 ) 

2,599 

>3 33 

33 2 

( „ 

X 1-814) 

1,814 

33 33 

33 I year 

( „ 

X o-g5o) 

950 





jCi 2,638 


LIMITED COMPANIES 

The value of the goodwill of a limited company is very rarely the 
subject of a separate valuation. It is usually found by deduction from 
a valuation of the shares of the company. 

The purchaser of debentures and priority capital usually looks for 
security of capital and adequate profit cover for his interest. The 
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purchaser of ordinary shares looks more to the earnings of the com- 
pany after paying the priority interests. 

After taking these matters into consideration the purchaser (who is 
the general public) is willing to pay such a price for the shares as will 
give him the yield he requires on his outlay. 

Thus the following prices may be quoted as buying prices of a 
company’s debentures and share capital: 

Debenture Stock g8 

6% Preference Shares 
£\ Ordinary Shares £^' 5 ^ 

If the company has on issue: 

£10,000 Debenture Stock 

40.000 £1 Preference Shares 

50.000 £ I Ordinary Shares 

these have a market value of T 


£10,000 Debenture Stock at 98 9,800 

40.000 Preference Shares at -05 42,000 

50.000 £1 Ordinary Shares at ;,0i-5O 75,ooo 


giving a total market value of the concern of 126,800 

If the current value of the net tangible 

assets, valued on a going concern basis is 100,000 


the value of goodwill must be ^(26,800 


This same principle is used to value the shares of companies which 
are not quoted on the stock exchange. Such companies are usually 
private limited companies in which there is a close family connection 
between management and shareholders. Because of this relationship 
the profit shown by the accounts must be scrutinised very carefully 
and adjusted, if necessary. 

The procedure is then as follows: the Stock Exchange Official Year 
Book or some comparable reference book should be searched to find 
a company whose shares are quoted and which is similar in capital 
structure, in the value of net assets employed, in its earnings rate, and 
in the same trade as the company whose shares are to be valued. If 
such a company is found, the proportion of earnings distributed by 
way of dividend and the yield required by each class of shareholder 
can be established. Usually it is not possible to find a company sim- 
ilar in every manner and so a number of nearly sirmlar companies 
may be listed and comparable data can then be obtained by interpo- 
lation. The aim is to determine the yield required by investors in 
priority capital having the same capital cover as the company under 
valuation and in the case of ordinary shares the proportion of earn- 
ings paid away by means of dividend. 
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When these yields have been established, it is necessary to load 
them because of the additional risk that must be attached to manage- 
ment \\’ithin the family and to compensate for the restriction on the 
free transfer of the shares that is contained in such a company’s 
Articles of Association. 

The proportion of earnings distributed by the company whose 
shares are quoted \\'hen applied to the company under valuation will 
give the amount normally distributable. This in turn will give the 
dividend rate on the ordinary shares. 

The calculated market value is then obtained by use of the for- 
mula: 


Market Value = 


Nominal Values x Rate of Dividend 
Yield Required 


When the market value has been determined, the net tangible 
assets valued on a going concern basis are deducted, so leaving a 
value of goodwill. The following data, for example, relate to a private 
company which is to be valued: 


Issued Share Capital: 

60,000 £1,6 per cent Preference Shares 
100,000 Ordinary Shares 

Loan Capital: 

^,£'40,000 5I per cent Debenture Stock 

Temporary idle funds have been invested in the purchase of £2,000 5 per 
cent Corporation Stock (Market Value, 95). 

The net tangible assets have been valued at £200,000. 

The average earnings of the company after paying debenture interest and 
after providing for taxation, but including the gross income from the invest- 
ment, is ,£24,900. 

By referring to a comparable company whose shares are quoted on 
the stock exchange it is found that the yields required are as follows: 

On Debenture Stock 5 per cent 
On Preference Shares 6 „ ,, 

On Ordinary Shares 8 „ „ 

Earnings after providing for debenture interest and taxation are 
appropriated as to one half for preference and ordinary shares di- 
vidend (both net) whilst the other half is retained in the company by 
way of reserves, etc. This accords with general practice. 

To compensate for risk and restriction on transfer the preference 
shareholders will require their yield loaded by 2 per cent and the 
ordinary shareholders will require a loading of 4 per cent. 
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Assuming a hypothetical rate for income tax of 33J per cent, the 
procedure is as follows; 

Value of Debenture Stock: 


100 X 52 _ ^ 

5 5 

Value of each Preference Share: 

6 /- 
3 - £0.75 


Value of each £i Ordinary Share; 

£ 

Earnings as above 

24,900 

Deduct: Investment Income 

100 

Deduct: Retained in Company (|) 

24,800 

12,400 

Available for dividends 

12,400 

Deduct: Preference Dividend (Net) 

2,400 

Leaving available for Ordinary 
Shareholders 

0,000 


This is equivalent to a net dividend of 10 per cent which is a gross 
dividend of 15 per cent. 

— = ;£'i-25 


Thus the value of the company is; 


Deduct: Value of net tangible assets 

Value of temporary investment 


£ 

210,000 

1,900 


£ 


3040,000 Debenture Stock at 1 10 

44,000 

60,000 £\ Preference Shares at £o-y^ 

45,000 

100,000 £i Ordinary Shares at £1-2^ 

125,000 


214,000 


21 1,900 


The value attached to goodwill is £,11,100 

therefore - — 

In view of the fact that preference shares are usually repayable at 
par on liquidation or at a small premium on redemption it is gen- 
erally agreed that they should not be valued above £1-2^ except in 
unusual circumstances. In the case of redeemable preference shares, if 
the time for redemption is in the near future, regard can be had to this 
fact and to the price for redemption. 
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CHAPTER FOURTEEN 

Legal Aspects of Business — /; Contract 


The efiecdveness of the millions of dealings which make up a day’s 
commercial activities^ — the exchange of goods for money across a shop 
counter, the payment of wages in return for work performed are ex- 
amples — rests firmly on the knowledge that, in the event of disputes 
between parties, the machinery of the law is available to enforce 
contractual agreements. In this chapter we examine the outline of 
agreements of this nature. 

THE LAW OF CONTRACT 

Business transactions are usually based upon agreements known as 
contracts. 

A contract has been defined as a legally binding agreement made be- 
tween two or more persons, by which rights are acquired by one or more to acts 
or forbearances on the part of the other or others. 

Agreement, then, is the essence of contract, but agreement is not in 
itself sufficient, for some agreements are not binding at law. Apart 
from this, certain formalities and principles must be satisfied in all 
cases before an agreement can be legally enforced. During the 
common round of business, agreements are frequently made which, 
through some legal deficiency, are unenforceable as contracts. 

An agreement exists when two minds come together with a 
common intention. The intention must be common to both — there 
must be consensus ad idem, i.e., where the minds of the contracting 
parties have been directed towards the same thing or set of facts. To be a 
contract, the agreement must give rise to rights and liabilities which 
the law recognises and there must be a distinct intention in the minds 
of the parties to affect the legal relation between the parties by the 
creation of these rights and obligations. In other words, both parti^ 
to a contract must have a clear understanding of the rights and obli- 
gations which they wish to create. It will be clear from the foregoing 
that, while all contracts are agreements, every agreement is not 
necessarily a contract. 

FORMS OF CONTRACT 

It is possible to classify contracts under several heads but for present 
purposes only the widest and most important classification need be 
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indicated. A contract may be either implied or express. The former 
term means that the actual terms of the contract are not expressly 
stated either by word of mouth (orally) or in writing but are left to 
be understood from the conduct and dealings between parties, e.g., a 
passenger who boards a bus makes an implied contract with the 
person or undertaking which runs the bus to pay the proper fare for 
the journey. 

An express contract may be oral or written or under seal and these 
divisions are of extreme importance, for certain contracts must be 
written and some must be in writing by deed. 

SIMPLE or INFORMAL CONTRACTS include thosc which are made 
orally or in writing. In this sense writing does not mean “writing 
under seal”, but merely the setting down in writing of the terms of a 
contract for the greater satisfaction of the parties concerned, and in 
some cases for the purpose of rendering the contract legally enforce- 
able, for certain agreements must be in writing if they are to be 
enforced as contracts. Other contracts cannot be enforced at law 
unless there is some form of evidence in writing (see page i go) . 

SPECIALTY CONTRACTS (contracts in writing under seal) are those 
embodied in an instrument in writing which is signed, sealed and 
delivered (t.e., a deed or sealed covenant). 

ESSENTIALS OF A VALID CONTRACT 

In whatever way a contract is created, however, it will not be legally 
binding on the parties thereto or enforceable by the courts unless 
certain legal requisites are present. The chief of these are: {a) Offer 
and Acceptance; {b) Consideration; (c) Legality of Form; {d) Capa- 
city of the Parties; (e) Possibility and Legality; (/) Absence of Fraud 
or Mutual Mistake. 


OFFER AND ACCEPTANCE 

Offer and acceptance together make up the agreement which lies at 
the root of every contract, for a contract comes into existence only 
when a definite offer has been unconditionally accepted, i.e., when 
there is a consensus ad idem between the parties as to the common 
intention contemplated in the agreement. And it matters not if a 
formal contract has to be drawn up later, unless the drawing up of 
that formal contract is actually a condition of acceptance; otherwise 
the contract is made up immediately the offer is othervsase accepted. 

THE FOLLO^VING RULES GOVERNING OFFER AND ACCEPTANCE are of im- 
portance: 
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(a) Tiie offer may be made either generally or to a definite person\ 
but acceptance must be made by a specific person or persons. 
Thus an advertisement may constitute an offer to the public^ 
and acceptance may be made by any individual complying 
with the terms of the offer, but no contract is made until the 
offer lias been accepted by compliance with its terms by some 
definite person who has knowledge of the offer and who intends to 
accept it. 

{b) The offeror may attach any conditions he pleases, but they must 
be brought to the notice of the offeree at the time when the offer 
is made. 

(r) The offeror cannot bind the other party by any attempt to 
dispense with actual communication of acceptance; in other 
words, no contract exists until the offeree has signified his 
acceptance of the offer; but the acceptance may take the form 
of a direct communication or it may be indicated by the per- 
formance of some act which acceptance entails and which is 
tantamount to express acceptance. 

(d) The offer may be revoked at any time before acceptance (unless 
there is a collateral contract to the effect that the right to 
accept shall remain open for a certain time) . The lapse of the 
specified time (or of a reasonable time if none is specified) or 
the death of the offeror or offeree before acceptance revokes 
the offer. 

(e) RevocatioUi to be effective, must be communicated to the offeree and 
must actually reach him before he has accepted; otherwise, his 
acceptance creates a binding contract. 

(f) Acceptance must be unconditional. An offer must be accepted in all 
its terms and any variation or modification made by what 
purports to be an acceptance renders it not an acceptance but 
a new offer to the former offeror. 

{g) Acceptance of a specific offer can be made^ subject to the law of 
agency, only by the party to whom the offer was made and can be 
effected only by communication with the offeror or by doing 
some overt act in conformity with the offer. 

(h) Acceptance must be made within the time stipulated or within a 
reasonable time, and before notice of revocation. Once accept- 
ance is given it is complete and irrevocable and a binding 
contract exists, provided that the other contractual essentials 
are satisified. 

CONTRACTS MADE BY POST 

The use of the post in making contracts is subject to the following 
rules: 
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(1) The offer is complete only when it actually reaches the offeree. 

(2) Acceptance is complete as soon as the communication of acceptance is 
posted. Thus, even if the letter is lost in the post, on proof of 
posting the acceptance is complete and binding. The same is 
probably true even if the offeree otherwise attempts to recall his 
acceptance. 

(3) Revocation of the offer is ineffective unless it reaches the offeree 
before he has accepted. Consequently, a revocation which is lost 
in the post or for any other reason fails to reach the offeree before 
he accepts is inoperative. 

The rules are based on convenience and the observation of business 
practice. They do not depend on the question of whether or not the 
post is the agent of either party (which it is not) but it is a matter of 
whether or not the post was the prescribed or requested method of 
communication . 


CONSIDERATION 

CONSIDERATION is another essential feature of aU simple contracts al- 
though with one or two rare exceptions, it is not necessary in the case 
of contracts under seal. Consideration has been defined as “some right, 
interest, profit or benefit accruing to one party, or some forbearance, detriment, 
loss or responsibility, given, suffered or undertaken by the olhef\ 

Consideration must be real, and to fulfil this quality it must; [a) be 
something that is not already legally enforceable by the other party; 
{b) move from the person to whom the promise is made; (c) be defin- 
ite and not vague; {d) be legal; and (e) have some ascertainable legal 
value, however small. Consideration is not restricted to money. 

Consideration must not be past', thus, the motive of gratitude or the 
feeling of moral— as apart from financial — obligation for a benefit re- 
ceived in the past is not sufficient to support a simple contract but if 
the past consideration is in a bill of exchange or is the written prom- 
ise to pay a statute-barred debt, it will not invalidate the transaction 
and is enforceable. 

The commercial or financial value of the consideration is not a test 
of the validity of the consideration as it is the parties thereto who 
decide the consideration and what the worth of the promise is to 
each. In the case of a cash sale in a shop, consideration passes at once 
between buyer and seller in the form of money on the one hand and 
goods on the other; in the case of a shopkeeper buying from a whole- 
saler on credit, consideration passes in the form of goods on the one 
hand and the promise to pay for them on the other. 

EXECUTED CONSIDERATION is that which is wholly performed by one 
party after the contract is entered into, e.g., when goods are pur- 
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cliased in a shop on credit the shopkeeper has done all that is due 
from him in handing over the goods. The consideration passing from 
him is said to be executed. 

EXECUTORY CONSIDERATION is that obligation which remains to be 
performed. In the example given above the consideration given by 
the customer {i.e., his promise) is executory, since he promises to pay 
at some future date. 


LEGALITY OF FORM 

Certain contracts, in order to be valid, must be made in a specified 
form; e.g., under seal or in writing while others, to be enforceable, 
must be evidenced by wridng. 

CONTRACTS WHICH MUST BE MADE BY DEED. The following COntraCtS 
are of no legal effect unless made under seal: 

(1) Contracts for the transfer of shares in British ships. 

(2) Conditional bills of sale. 

(3) Conveyances of land, legal mortgages, and leases for more than 
three years. 

(4) A promise without any consideration. 

CONTRACTS THAT MUST BE MADE IN WRITING. Other contracts must 
actually be expressed in writing, and these include: 

{a) Bills of exchange (and promissory notes). 

{b) Assignments of copyright. 

(c) Charter parties. 

{d) Insurance and assurance contracts. 

(e) Transfers of shares in a company incorporated under the 1948 
Companies Act. 

CONTRACTS THAT MUST BE EVIDENCED BY WRITING. The following clas- 
ses of contracts are unenforceable by an action in damages at law 
unless they are evidenced by some note or memorandum in writing, 
i.e., these contracts may be perfectly valid, but no action can be 
brought on them unless and until the necessary evidence comes into 
existence: 

(a) A contract of guarantee or suretyship. {Statute of Frauds i 677 > 
j. 4.) 

{h) A contract relating to the sale of land. {Law of Property Act 1925, 
s. 40.) 

The note or memorandum which is required to make these con- 
tracts enforceable need not be made at the time when the contract is 
entered into, but it must exist before any action can be brought. 
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There is not special requirement as to form; the note is expected to 
be “just such a memorandum as merchants in the hurry of business 
might be supposed to make”. The particulars must, however, in- 
clude: (a) the names of the parties; {b) the subject-matter of the con- 
tract; (r) the consideration (except in the case of a guarantee); {d) 
the signature of the party to be charged, or of his agent in that 
behalf 

The absence of the written memorandum makes the contract un- 
enforceable but not void. If the contract is breached, whilst no 
Common Law action for damages can be taken, if the nature of the 
contract permits it the equitable remedy of specific performance can be 
obtained if the applicant who has suffered the breach is able to show 
acts of part performance unequivocably referable to the contract. 

CAPACITY OF PARTIES TO CONTRACT 

A contract will be of no avail unless the parties have legal capacity or 
power to bind themselves by contract, and what is known as “in- 
capacity to contract” may arise from a variety of reasons; 

(1) Political or Professional Status. Representatives (such as ambassa- 
dors) of foreign states in this country can sue but cannot be sued 
on contracts unless they agree to submit to the jurisdiction of our 
courts. Barristers are debarred by the rules of their profession 
from suing for their fees. 

(2) Infancy. By the Family Law Reform Act 1969, the majority age in 
respect of the contractual capacity of infants (known also as 
“minors”) was reduced to 18 years. Persons under the age of 18 
are protected by the law from the burden of certain contracts. 

(3) Artificial Creations of the Law, such as Corporations, acquire only lim- 
ited powers subject to such limitations and such terms as the law 
and the constitution of the corporate body may impose, e.g., the 
powers of a limited company are closely defined by its Memor- 
andum of Association. 

(4) Permanent or Temporary Impairment of Faculties, e.g., mental incapa- 
city and drunkenness. 

(5) Enemy Alien Status in a time of war. 

VOID AND VOIDABLE CONTRACTS 

It is necessary to understand the difference between contracts which 
are void and those which are voidable. If the contract is void it is not 
binding and is of no legal effect ab initio, i.e., the contract is void from 
the very beginning and has not merely become subsequently invalid. 
If a contract is voidable it may, at the option of the pars- by whom it is 
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voidable, be either enforced or terminated at any time after its crea- 
tion but during its currency without prejudice to prior rights and 
obligations of the parties. 

LEGALITY AND POSSIBILITY 

No contract can be valid unless it is both legal [i.e., within the law 
and capable of being enforced at law) and possible of performance 
{i.e., capable of being carried out). 


ILLEGAL CONTRACTS 

An illegal contract, whether the illegality is in respect of the promise, 
the consideration, or the subject-matter, is absolutely void even 
though made under seal. The court will do its best in cases where the 
illegality affects only part of the contract, such as undue restraint of 
trade or an attempt to oust the jurisdiction of the court, to sever the 
good from the bad terms of the contract and uphold the former, 
provided the promises are distinct and separate and the contract re- 
tains its general tenor and effect. 

The following are the chief types of contracts which are illegal and 
therefore void: 

(1) Contracts to commit a crime or civil wrong. 

(2) Contracts in defiance of justice {e.g., bribery of a witness). 

(3) Contracts of an immoral nature. 

(4) Contracts involving corrupt practice {e.g., sale of a public 
office). 

(5) Contracts in undue restraint of trade, e.g., imposing an unreason- 
able restraint on a person to carry on his trade. 

(6) Contracts made illegal by statute, e.g., contracts by way of 
gaming or wagering. 

(7) Contracts attempting to oust the jurisdiction of the court. 

IMPOSSIBILITY 

Contracts, the performance of which is impossible at the time they 
are made, are void because of the failure of consideration. In such 
cases a valid contract has never existed. Impossibility may be of the 
three kinds: 

( 1 ) LEGAL IMPOSSIBILITY, where the creation or performance of the 
act is prohibited by the law. 

(2) ABSOLUTE IMPOSSIBILITY, where physical laws absolutely prevent 
performance, e.g., a contract to turn lead into gold. 
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(3) actual impossibility, where the subject-matter of the contract 
has, unknown to the parties, ceased to exist before the time of 
entering into the contract. 

In these cases the impossibility existed at the time of the creation of 
the agreement and thus on the basis of a failure of consideration no 
contract ever came into existence and the agreement was devoid of 
legal effect. In such cases, except where the agreement was of such a 
nature that it was really prohibited by law as creating an illegality, 
any money or other consideration which may have passed under the 
bargain can be recovered. 

RIGHTS OF THE PARTIES TO A CONTRACT 

Briefly, a person who enters into a contract obtains the right to en- 
force performance of the contract in all its items; and each party to a 
contract becomes liable to fulfil his share of the transaction or pay 
compensatory damages. 

Generally, the only persons who can enjoy the rights and be sub- 
ject to the obligations arising from a contract are the actual parties 
thereto; for privity of contract exists only between the contracting 
persons and they alone can enforce the contract or take action upon 
its breach. Thus, if Jones contracts to pay to Brown in considera- 
tion of Brown’s promise to deliver goods to Smith, Smith cannot 
enforce Brown’s promise for he is not a party to the original contract 
between Jones and Brown. 

However, in most types of contract the rights under the contract 
may be transferred to another party who in effect becomes a party to 
the original contract when the right is transferred to him. The 
different types of contracts require different methods of transferring 
the rights but the rights and obligations arising under a contract of 
personal service cannot be assigned by the original parties. Thus 
debts and legal choses in action can be assigned under the Law of 
Property Act 1925; insurance and assurance contracts can be assigned 
under special statutes; cheques and negotiable instruments may be 
negotiated under the Bills of Exchange Act 1882; shares may be trans- 
ferred under the Companies Act 1948; and bearer documents can be 
transferred by physical delivery of the document, and so on. 

discharge of a CONTRACT 

The respective rights and liabilities of the parties to a contract are 
not satisfied until the contract is discharged. WTien this happens the 
contractual relationship is terminated, and the nghts and liabilities of 
the parties are extinguished. A contract may be discharged b>. 
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( I ) Performance 

( 5 ) 

Bankruptcy 

(2) Breach 

(6) 

Death 

(3) Agreement 

( 7 ) 

Merger or Estoppel 

(4) Lapse of Time 

(8) 

Subsequent Impossibility 


PERFORMANCE OF A CONTRACT 

Performance means fulfilment of the contract in all its terms within 
the time and in the manner prescribed. 

Very commonly contracts are performed by the payment of 
money. But an agreement to pay a sum of money is not performed by 
a mere willingness to pay. the money must actually be tendered and the 
tender must be made under the following conditions: 

( 1 ) The money must actually be produced^ unless its production is dis- 
pensed with or prevented. 

(2) The tender must be in full payment and unconditional. 

(3) It must be made either to the creditor himself or to his agent. 

(4) It must be made in legal tender currency. 

A debt is not discharged if the debtor makes a valid tender of his 
debt at the correct place and time and the creditor refuses such a 
tender; but if the creditor subsequently brings an action the debtor 
will have a good defence, and if he pays the amount of the debt into 
court before the hearing he will be awarded most of his costs in the 
action. 

Payment of a lesser amount in discharge of a greater will not dis- 
charge a debt, as no consideration is given for the promise to forgo 
the balance. But there are certain exceptions to this rule in those 
cases where: 

(1) Payment is made before it is legally due, or by a third party with 
the consent of the creditor. 

(2) Payment of a liquidated {i.e., definite) smaller sum is made m 
discharge of a greater unliquidated amount {i.e., an uncertain 
sum). 

(3) Composition is made by a creditor under the Bankruptcy Acts (see 
Chapter 17). 

If the payment of a smaller amount is to operate as a discharge, 
the thing done or given must differ in some way from that which the 
recipient is entitled to demand. Tender of something other than 
money {e.g., a cheque) will operate as full discharge if it is accepted 
as such. 
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CONDITIONAL PAYMENT 

A creditor need not accept in payment of his debt a negotiable in- 
strument such as a cheque or a bill of exchange. If he does accept a 
cheque or bill he usually does so conditionally on the due payment of 
the instrument, and his right of action on the debt is suspended only 
until the instrument is paid or dishonoured. In the latter event his 
rights are revived, and he can sue his debtor, either on the debt or on 
the bill. 

If a negotiable instrument is remitted by post and is lost, the loss 
will fall usually on the debtor, but, if in using the post, he acts on the 
instruction, expressed or implied, of the creditor, the loss will fall on 
the latter and the debt will be discharged. 

If by agreement between the parties a negotiable instrument, e.g., 
a bill or cheque, is taken in final discharge of a debt, then the creditor 
loses his original remedy against the debtor, i.e., he loses his remedy 
on the debt but not on the bill if the bill is dishonoured. 


BREACH OF CONTRACT 


Breach of contract occurs where one party fails to perform his duties 
in accordance with the contract. If this is a breach of condition as 
opposed to one of warranty, it operates as a discharge, whereupon 
the rights under the contract are converted into a right of action. 
Breach may be by express repudiation or by conduct implying re- 
pudiation; it may take place before performance is due, or 
performance; it may be either a total or a partial breac ^ ^ 

remedies of the injured party depend on the nature and circum- 
stances of the breach. 

In the case of total breach the party injured may. 


(a) treat the breach as a discharge, refuse to perforin his c6n- 
tractual obligations and resist any action by the other party, 

and 

(b) claim damages; or , . , . , r ^ u.rr, 

{c) if he has performed a part of that which is due from him 

claim an amount equivalent to the work he ^as done (la sue 
on a quantum meruit— a partly contractual and partly quasi- 
contractual remedy when the plainuff seeks, not an exact sum 
alleged to be due to him, but a reasonable remuneration for 

services rendered); or ;„;.,nrrinn 

{d) (in certain cases) claim specific performance or an ^njunc 
restraining the defendant from committing further acts 

breach. 

Should the breach be partial only, i.e., should it apply only to a 
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subordinate part of a contract which is divisible, then the contract is 
not terminated and the injured party can sue only for damages. He 
must not therefore refuse to perform his side of the contract, but must 
proceed witli the performance. He can, however, sue for the damage 
caused by the partial breach. Nevertheless, if the breach is of such a 
nature that the defaulting party clearly intends to avoid the whole of 
his obligations, then the whole contract can be treated as discharged, 
as in the case of total breach. 

DISCHARGE BY AGREEMENT 

A contract may be discharged by agreement in any of five ways; 

( 1 ) BY ACCORD AND SATISFACTION. If One party performs his part, but 
in return for fresh consideration waives his rights under the con- 
tract, there is to be “accord and satisfaction”. 

(2) BY SUBSTITUTION OF A NEW AGREEMENT FOR THE OLD, by alteration 
of the parties (i.e., novation) or of the terms of the original con- 
tract. 

(3) BY WAIVER, by the parties mutually waiving their rights before 
either of them has performed his duties. Waiver by one party is 
considered sufficient consideration for waiver by the other. 

(4) RELEASE is similar to waiver, but is one-sided, in that one party 
waives his rights without any consideration; the release must 
therefore be under seal to be of any effect. 

(5) CONDITION SUBSEQ^UENT. This occurs when one of the terms of the 
contract is that the contract shall terminate if certain events do 
or do not occur, as the case may be, and that term comes into 
operation. 

A contract required to be in writing may be discharged orally, but 
any variation must be written. Thus a fresh oral agreement will be 
sufficient to discharge such a contract without itself being effective. 

DISCHARGE BY LAPSE OF TIME 

Generally, the only case in which a contract is discharged by lapse of 
time is when there is a term in the contract by which the contract is 
to be deemed terminated by a lapse of a certain period; but in such 
circumstances the lapse of the period is in effect a condition subsequent 
(see above). 

More frequently, however, the right of acdon on a contract which 
for some reason has terminated or been breached becomes termin- 
ated by lapse of time. It is said to become “statute-barred” by the 
provisions of a number of Statutes of Limitation which have been 
consolidated by the Limitation Acts 1939-75. 
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All rights of action are barred on a simple contract unless an 
action is commenced within six years of the time when the right to it 
accrued. The period is extended to twelve years in the case of con- 
tracts under seal or contracts of record {i.e., judgments). These are 
the two main periods of time relevant to the limitation of contrac- 
tural actions, but in addition the Carriage of Goods by Sea Act 1924, 
bars claims one year after the goods have or should have been de- 
livered, while the Law Reform {Limitation of Actions, etc.) Act 1954, de- 
crees that an action for personal injuries arising from a breach of 
contractual duty must generally be brought within three years, but 
the court is empowered to override the time limit. In the case of 
actions brought to recover land, the period is twelve years after the 
cause of action occurred and thirty years in the case of the Crown. 

Although the periods in each case begin to run from the date when 
the plaintiff could first have sued, yet part performance, part pay- 
ment or payment of interest by the person liable will revive the 
remedy, and the various periods will again begin to run from the 
date of revival. Similarly, the right of action will be revived by ac- 
knowledgment of the debt in writing from which may reasonably be 
inferred an intention to pay and if at the time the right of action 
arises the defendant is under the disability of infancy or insanity or if 
the plaintiff is unaware of his right of action through the fraud of the 
defendant, the period of limitation does not commence until the dis- 
ability is removed. 


BANKRUPTCY AS A DISCHARGE 

If a party to a contract is adjudicated bankrupt (see Chapter 17), the 
whole of his assets, rights and liabilities are vested in his trusteee, who 
becomes the only person entitled to carry out the bankrupt’s obliga- 
tions and to enforce his rights, so that the only person who can be 
proceeded against in respect of the contract is the trustee with whom 
all claims must be lodged and who must, as far as the assets permit, 
discharge claims in a statutory order of preference. 

DISCHARGE OF A CONTRACT BY DEATH 

A contract (other than one which involves personal ser\'ice) is not 
discharged by the death of either party. On the contrary', the rights 
of the deceased pass to his personal represen tad ves, so that if the 
deceased had already performed his side of the agreement the repres- 
entatives will be able to enforce performance by the other party. 
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MERGER AND ESTOPPEL 

“Merger” implies the substitution of a higher grade of contract for a 
lower one. Thus a contract under seal will supersede a simple con- 
tract, whilst a judgment by a court (called a contract of record) will 
supersede the deed. At the same time, if judgment is given against, 
say, the defendant to an action brought on a contract, the judgment 
will estop the defendant from proceeding further on the contract. 

SUBSEQUENT IMPOSSIBILITY OR FRUSTRATION 

It has already been pointed out that if an agreement is impossible of 
performance in law or in fact at the time it is entered into, it is of no 
contractual effect. But where performance becomes impossible after 
the contract has been made, the general rule is that the contract is 
not discharged. There are, however, certain exceptions to this rule, 
and it may be said that subsequent impossibility discharges or frustrates 
a contract when {a) a change of law makes performance illegal; [b] 
the death of one of the parties makes performance impossible; (f) 
performance depends on the existence of a certain person or thing, 
who or which ceases to exist; and {d) the happening of an event is of 
the essence of the contract and the event fails to happen. 

The Law Reform {Frustrated Contracts) Act 1943, provides, in general, 
that if a contract becomes frustrated, money already paid is recover- 
able and money due ceases to be payable, allowance being made for 
expenses properly incurred by the recipient under the contract up to 
the date of the frustration. 

DAMAGES ON BREACH 

The damages to be recovered by the plaintiff may be classifed as {a) 
liquidated, in which case statute law, e.g., the Sale of Goods Acts 1893, or 
the Bills of Exchange Act 1882, or other Act appropriate to the con- 
tract, states how the amount of damages recoverable may be ascer- 
tained. It may be, however, that the parties to the contract agreed 
the amount recoverable on breach in the terms of the contract and if 
this amount (which is also termed “liquidated damages”) has been 
ascertained on the inception of the contract by an honest pre-estima- 
tion of possible loss, then that amount will be awarded by the Court, 
irrespective of the loss actually suffered. If however the amount 
stated in the contract was not an honest pre-estimation but put m 
merely to punish the defendant and not to compensate the plaintiff, 
by its nature it is a penalty and will therefore not be enforced. In 
such a case the court will proceed to assess damages on the unliquid- 
ated basis, {b) Where no provision for damages has been made in the 
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terms of the contract it will devolve upon the court to assess the 
amount of damages suffered. The court will endeavour, so far as is 
possible, to place the plaintiff in the same pecuniary position as if the 
contract had performed, but will award him damages only for such 
loss as was incurred direcdy and naturally as a result of the breach. 
But if the breach has resulted in some special loss which, although 
not contemplated by the parties when the contract was made, is yet a 
natural result of the breach, and it is shown that the defendant was 
aware of the special circumstances out of which the loss arose and 
further that the defendant had impliedly or expressly agreed to liab- 
ility for special loss, then the plaintiff will be awarded special dam- 
ages to cover this extra loss. 

In some cases, where the loss could not be covered by the award of 
damages, the court may grant what is known as an order for specific 
performance, i.e., the defendant will be ordered to carry out his agreed 
duties under the contract, but such an order will be made strictly at 
the discretion of the court. Yet another remedy open to an injured 
party under a contract is to apply to the Court for an injunction either 
restraining the other party from doing certain actions or compelling 
him to perform some specified action, as the case may require. 
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CHAPTER FIFTEEN 

Legal Aspects of Business — II: Employment 
Legislation and Collective Bargaining 


Given the large proportion of the population in the U.K. engaged in 
work, a satisfactory system of employer-employee relationships has 
become a vital matter for the functioning of the economy. A novel 
feature of recent years has been the intervention of the state in those 
relationships — an area traditionally associated with the principles of 
laissez-faire. Until the mid-1960s there was little legislation which 
impinged directly on the employer-worker legal relationship. From 
that time, however, the situation has changed dramatically so that, 
although in theory the contractual relationship between employer 
and employee might be said to arise from free bargaining between 
them as to terms and conditions of employment, in practice the situa- 
tion is quite different. Acts of Parliament, statutory instruments and 
other regulations now cover the entire field of employment, ranging 
from “hiring to firing”. 

In this chapter some of the principal statutes affecting employment 
are outlined together with a sketch of the essential features of collec- 
tive bargaining. 


ASPECTS OF THE MODERN LAW OF EMPLOYMENT 

Employment legislation takes into account engaging an employee, 
terms and conditions of work, the rights accruing to members of 
trade unions and the circumstances of dismissal. Rights create duties, 
so that the many rights bestowed on employees as the result of recent 
legislation mean, in practice, an increase in the range of duties ex- 
pected from employers. Ignorance of the law may not be pleaded as 
a defence; employers and those who represent them, e.g., personnel 
officers, staff managers, are expected to know and apply current 
legislation to their dealings with employees. 

ENGAGING THE EMPLOYEE 

In 1898, Lord Davey in a House of Lords judgment, stated: “An 
employer may refuse to employ an employee for the most mistaken, 
capricious, malicious or morally reprehensible motives that can be 
conceived, but the employee has no right of action against him. 
That principle remains valid, but legislation has vitiated its effect. 
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Thus, the Sex Discrimination Act 1975 {S.D.A.) now provides that it is 
unlawful, in relation to employment, to discriminate against a 
woman in the arrangements made for the purpose of determining 
who shall be offered that employment, or in the terms on which an 
employer offers her that employment, or by refusing or deliberately 
omitting to offer her that employment. (The principle applies equally 
to discrimination against men.) There are few exceptions to the rule. 
Further, under the Race Relations Act 1976, it is unlawful to discrimin- 
ate, in relation to offering employment, on grounds of colour, race, 
nationality, ethnic or national origins. The few exceptions to this 
general prohibition relate to the existence of genuine occupational 
qualifications, for example. 


THE CONTRACT OF EMPLOYMENT 


A contract of employment need not be in writing (except in the case 
of a contract of apprenticeship and a contract under the Merchant 
Shipping Act 1970). Under the Contracts of Employment Act 1972 
{C.E.A.) as subsequently amended, however, certain information re- 
lating to terms and conditions of employment must be given to an 
employee in the form of a written statement not later than thirteen 
weeks after the commencement of employment. 

The information required in the statement is as follows; 


{a) names of employer and employee and date when employment 
began; 

[b) whether any employment with a previous employer counts as 
part of the employee’s continuous period of employment for 
the purposes of C.E.A.', 

[c) details of remuneration, e.g., scale or rate, intervals of pay- 
ment; 

(</) terms and conditions relating to holiday entitlement, hours of 
work, sickness and injury, length of notice. 

(e) disciplinary rules, procedure relating to redress of grievances, 

(/) title of job. 


Periods of notice required are now as follows (but it should be 
noted that the statutory rights to notice arise only after continuous 
employment for four weeks): i week’s notice m the case of continuous 
employment from four weeks to less than tivo years; i iv eek s notice 
for each year of continuous employment m the case of employ me t 
from mo'years to less than twelve years; 12 

period of continuous employment is nvelve years or ^ I 

fory period of notice from employee to employer is, f 

employment, one week only. Certain categories of employees ex 
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eluded from the operation of these provisions, e.g., part-time employ- 
ees whose working hours are normally under i6 hours weekly, mer- 
chant seamen. Crown servants. 

EQ^UAL PAY 

The Equal Pay Act 1970 took effect in 1976; it was amended by the 
S.D.A. and has application to all contracts relating to employment in 
Britain. In every such contract there is now deemed to be an “equa- 
lity clause”, f.e., a provision which has the effect that where a woman 
is employed on “like work” or on “work rated as equivalent” with 
that of a man in the same employment, any term of the contract of 
employment less favourable to the woman is to be treated as modi- 
fied so that it is not less favourable. Where the woman’s contract does 
not include a term corresponding to a term in the man’s contract, her 
contract is to be treated as though it included such a term. The Act 
applies equally to men and women. 

Where an employee claims equal pay by virtue of work “rated as 
equivalent”, she must show that the work has been so rated under a 
job evaluation exercise or study. That study must involve full discuss- 
ions between employers and employees or their representatives. 

TRADE UNION RIGHTS 

The rights of a trade union member are covered largely by legislation 
such as the Trade Union and Labour Relations Act 1974 [T.U.L.R.A.), as 
subsequently amended, and the Employment Protection [Consolidation) 
Act 1978 {E.P.A.). It should be noted that the legislation relates only 
to “independent” unions, i.e., those unions not under the domination 
or control of an employer and certified to be independent by the 
Certification Officer. 

Where recognition or non-recognition of a union leads to dispute, 
advice can be given by the Advisory, Conciliation and Arbitration Service 
(A.C.A.S.). A.C.A.S may offer assistance by conciliation and, where 
necessary, may inquire into a recognition dispute and publish its fin- 
dings. Where findings are referred to the Central Arbitration Committee 
that Committee may make an award that the employer shall observe 
the terms and conditions specified in the union claim; effectively, 
therefore, the union is “recognised”, although the Committee cannot 
insist on formal recognition. 

An employer may not take action against an employee for the 
purpose of deterring him from being or seeking to become a member 
of an independent union or compelling him to become a member of a 
non-independent union. Time off for union members for the purpose 
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of participating in union activities is allowed under E.P.A.; this does 
not include industrial action. Paid time off for union officials to carry 
out their duties is also allowed. 

The rights of a trade union member in relation to dismissal arising 
out of his membership of the union are mentioned on page 204. 

THE CLOSED SHOP 

A closed shop exists where a term of employment of each individual 
is that he is or will become a member of an appropriate, specified 
trade union. The right of employers and trade unions to operate a 
closed shop is recognised by T.U.L.R.A., as subsequently amended. 

In practice, therefore, where a closed shop agreement exists, as in 
the coal mining industry, employment is conditional on the em- 
ployee’s membership of a recognised, independent union and dis- 
missal of a worker who refuses to join such a union is not, in those 
circumstances and save with some few exceptions, necessarily “un- 
fair”. 


OTHER RIGHTS OF THE EMPLOYEE 

Recent legislation has resulted in the following rights which are now 
applicable to employees: 

(а) Maternity rights. Under E.P.A. a female employee is considered 
as having been “unfairly dismissed”, and may appeal to an 
Industrial Tribunal, if the principal reason for her dismissal 
was that she was pregnant, except where it can be shown that 
at the date of her dismissal she was or would have been incap- 
able of adequately doing the work she was employed to do. A 
female employee is entitled to “maternity pay” after a qualify- 
ing period of two years’ service. She must continue to be em- 
ployed until immediately before the beginning of the iith 
week before the expected week of confinement. In general, she 
has the right to re-instatement if she offers to return to work at 
any time before the end of the period of 19 weeks from the 
confinement. 

(б) Itemised pay statement. Under E.P.A every employee has the 
right to be given an itemised pay statement showing the gross 
amount of wages or salary, amounts of fixed or variable de- 
ductions, net amount of wages or salary and amount and 
method used relating to any part payments. 

(c) Time off for public duties. Employees have the right to time off 
for duties where they are, e.g., justices of the peace, members 
of local authorities or statutory tribunals. 
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[d) Statutory guarantee payments. Under E.P.A a worker who has at 
least four weeks’ continuous service with an employer has a 
right to guaranteed payments where he is not provided with 
work by that employer by reason of a diminution in the re- 
quirements of the employer’s business for work of the kind 
which he is employed to do. 

(r) Redundancy payments. Under the Redundancy Payments Act 1965 as 
amended by E.P.A. an employee who has been continuously 
employed for the requisite period who is dismissed by reason of 
redundancy has the right to redundancy payment. Before be- 
coming entitled to such payment the employee must have 
been dismissed. It should be observed that “redundancy” 
refers to a dismissal attributed wholly or mainly to the fact 
that the employer has ceased or intends to cease to carry on 
his business, or the fact that requirements of that business for 
employees to carry out work of a particular kind have 
ceased or diminished or are expected to cease or diminish. 


DISMISSAL 

An employee is treated as having been dismissed by his employer 
where the contract is terminated by the employer with or without 
notice, where under a fixed term contract the term expires without 
renewal or where the employee terminates the contract, with or with- 
out notice, in circumstances such that he is entitled to terminate it 
without notice by reason of the employer’s conduct (“constructive 
dismissal”). (The question of whether or not that has been a “con- 
structive dismissal” is determined in accordance with the law of con- 
tract.) 

Conduct justifying a summary dismissal includes, e.g., gross mis- 
conduct. Under E.P.A. an employee who has been continuously 
employed for a period of 26 weeks can request from his employer a 
written statement setting out the reasons for the dismissal. 

Employees now have the right not to be unfairly dismissed. Once a 
dismissal has been established, it is for the employer to show that it 
was due to one of the following reasons (and that he had acted reas- 
onably in the circumstances): capability or qualifications; conduct; 
redundancy; breach of statutory duty; other substantial reason. Dis- 
missal is unfair if, e.g., the principal reason was the employee’s wish 
to become a member of an independent union, or that he had par- 
ticipated in the affairs of such a union or that he had been selected 
for redundancy because of his trade union involvement. The em- 
ployee’s remedies include application to an Industrial Tribunal, 
which may award reinstatement, re-engagement or compensation. 
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COLLECTIVE BARGAINING 

The traditional concept of a wage as being based on an individual 
contract emerging from unrestricted bargaining between employer 
and employee has, in practice largely disappeared as the result of 
minimum wage legislation, wage freezes and government- fixed 
“wage ceilings”. The principle of collective bargaining has also 
played an important role in hastening the demise of the “individual” 
wage contract. 

Collective bargaining is based on the principle that individual 
employees are in very weak bargaining positions; they attain strength 
only when they combine in a union. From the employers’ side, it 
would be impossible to negotiate thousands of individually-bargained 
contracts. Hence the need for representative bargaining on both 
sides. 

“The relationship between trade unions and employers’ associa- 
tions arises principally in the process of negotiating and applying 
collective agreements, and the rules established by these agreements 
form a considerable part of the framework within which managers 
and workers deal with each other. ‘Collective bargaining’ is a term 
coined by Beatrice Webb to describe an agreement concerning pay 
and conditions of work settled between trade unions on the one hand 
and an employer or association of employers on the other. Thus it 
covers any negotiations in which employees do not negotiate indivi- 
dually, and on their own behalf, but do so collectively through re- 
presentatives”: Royal Commission on Trade Unions and Employers’ Associa- 
tions, ig6g-68. 

Collective agreements negotiated by unions and employers and 
resulting from collective bargaining cover the vast majority of em- 
ployees, whether union members or not. It must be noted, too, that 
under T.U.L.R.A. a collective agreement is conclusively presumed not 
to have been intended as a legally enforceable contract unless it is in 
writing and contains a provision that it is intended by the parties to 
be legally enforceable. 

Collective bargaining is held in law to cover negotiations relating 
to or connected with the following matters: terms and conditions of 
employment; engagement, termination or suspension of employment 
of workers; allocation of work or duties; membership or non-member- 
ship of unions; discipline; facilities for union officials; machinery for 
negotiation or consultation. 

As collecti\'e bargaining has grown in scope and importance two 
central bodies, speaking for large sections of workers and employers, 
have emerged and grown in strength. The Trades Union Congress 
and the Confederation of British Industry’ are considered below. 
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THE TRADES UNION CONGRESS (t.U.C.) 

The T.U.C. was founded in 1868 and has grown into the unions’ 
recognised central, representative body. Membership comprises 115 
affiliated unions, with a total number of members of around 11-5 
million, representing over 90 per cent of total union membership in 
the U.K. (since not all unions are affiliated to the T.U.C.) and almost 
one-half of the total working population. Affiliated unions vary in 
size from the tiny Cloth Pressers’ Society, with 70 members, to the 
giant Transport and General Workers’ Union with 2,022,738 mem- 
bers. Unions may be organised on the basis of craft, e.g., wood- 
workers, industry, e.g., railways, or general, non-specialised activities, 
e.g., transport and general workers. 

Congress, which meets annually, is constituted by delegates from 
the affiliated unions. It elects a General Council which has the re- 
sponsibility of observing closely matters affecting the trade union 
movement generally and promoting common action on union affairs. 
Membership of the T.U.C. does not involve unions in surrendering 
their autonomy. The T.U.C. has the right, however, to suspend or 
exclude an affiliated union from membership where that union is 
judged to have acted in disregard of T.U.C. decisions or policy. 

T.U.C. AFnUATED MEMBERSHIP I977 


Trade Group (with numbers of unions) Total membership 


Mining and Quarrying (3) 

295.876 

Railways (3) 

282,031 

Transport (other) (6) 

2,041,259 

Shipbuilding (i) 

128,403 

Engineering and Vehicle Building (10) 

398,293 

Technical Engineering and Scientific (4) 

610,852 

Electricity (i) 

420,000 

Iron, Steel and other metal trades (10) 

142,333 

Building, Woodworking and Furniture (5) 

386,374 

Printing and Paper (6) 

406,417 

Textiles (16) 

127,073 

Clothing, Leather, Boot and Shoe (6) 

Glass, Ceramics, Chemicals, Food Drink and 

258,400 

Tobacco, Distribution (10) 

570,028 

Agriculture (i) 

85,000 

Public Employees (10) 

2,100,680 

Civil Servants and Post Office (12) 

954,642 

Professional, Clerical and Entertainment (10) 

391,821 

General Workers (i) 

916,438 

TOTAL (115 unions) 

11,515,920 


Source: T.U.C. 
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The T.U.C. represents the views of its members in discussions with 
Government Departments. It is represented on a number of import- 
ant bodies, such as the National Economic Development Council and 
the Health and Safety Commission. 

The table on page 206 shows the membership of the T.U.C. in 

1977- 


THE CONFEDERATION OF BRITISH INDUSTRY (C.B.I.) 

The C.B.I. was formed as the result of a merger of the Federation of 
British Industries, the British Employers’ Confederation and the 
National Association of British Manufacturers. It has emerged in 
recent years as the central body representing British industry. Its 
membership consists of around 10,000 companies and some 200 em- 
ployers’ organisations, trade and commercial associations. The per- 
centage of the C.B.I.’s industrial company membership in relation to 
size of firm was, in 1977: under 50 employees, 40 per cent; 51—200 
employees, 31 per cent; 201-1,000 employees, 16 per cent; over 1,000 
employees, 13 per cent. Some nationalised companies have associated 
membership. 

The principal activities of the C.B.I. include advisory and consul- 
tative tasks and representing its members on bodies such as the 
National Economic Development Council and the Manpower Ser- 
vices Commission. It puts forward the views of its members to 
Government Departments and acts as the spokesman of employers in 
making known to the public their views on industrial and economic 
issues. 
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Legal Aspects of Business — III: Taxation 


The widening sphere of the State’s activities in the twentieth-century 
accounts almost entirely for the huge increases in taxation. The three 
principal categories of central government expenditure in the U.K. 
are: expenditure authorised by annual Appropriation Acts, including 
expenditure on defence, general administration, social services, etc.; 
expenditure specifically authorised on defence, general administra- 
tion, social services, etc.; expenditure specifically authorised by Acts 
of Parliament, other than Appropriation Acts, e.g., the Consolidated 
Fund Standing Services; Government lending administered by the 
National Loans Fund, e.g., domestic lending to the nationalised indu- 
stries. A chart showing Public Expenditure for 1976-77 is set out on 
page 209. 

BUDGET SURPLUS AND DEFICIT 

A budget surplus, arising when revenue is set against expenditure 
from the Consolidated Fund {i.e.. The general account into which 
government receipts are paid and out of which payments are made in 
the form of standing charges) will be transferred into the National 
Loans Fund Account. A budget deficit will be financed initially by 
government borrowing from that Fund. The Budget may be con- 
sidered as a financial statement presented annually to Parliament 
although, exceptionally, supplementary Budgets may be presented 
later in the year — by the Chancellor of the Exchequer in which revenue 
and expenditure for the past year are outlined and provision made 
for the coming financial year. In particular, proposals for changes m 
taxation are embodied in a subsequent Finance Bill. 

BASIS AND PRINCIPLES OF TAXATION 

A tax has been defined as a compulsory contribution to a public authority, 
intended to meet the expenses of government and the the provision of general 
benefits. Theories of taxation include: the benefit theory, according to 
which taxes are considered as payment for benefits received by per- 
sons from ser\dces supplied by the government; and the socio-political 
theory, according to which taxation is a weapon in the government s 
armoury' designed to give effect to those aspects of public policy 
intended to make social changes. 
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PUBLIC EXPENDITURE 1 976-77 

£ million 

Defence and external relations {UK) 

Defence 

Overseas aid and other overseas services 

5.621 

1,062 

Commerce and industry 

Agriculture, fisheries and forestry 

Trade, industry and employment 

1,003 

3.074 

Government lending to Nationalised industries 

800 

Environmental services 

Roads and transport 

Housing 

Other environmental services 

Law, order and protective services 

2,716 

4,680 

2,560 

1,848 

Social services 

Education and libraries, science and arts 
Health and personal social services 

Social security 

7,519 

6,533 

1 1,168 

Other services 

Other public services 

Common services 

838 

849 

Northern Ireland 

1,627 

Total programmes 

Debt interest 

51.898 

1,820 

Total 

53.698 


Source: The Government’s Expenditure Plan, 

Cmnd &J2I-1. 


lANONS OF TAXATION 

L number of basic principles — -some of which first appeared in the writ- 
ags of Adam Smith {Wealth of Nations, pub. 1776)— have been ad- 
anced. 

(fl) Equality. The burden of taxation ought to be distributed 
among taxpayers according to their ability' to pay. 

[b) Certainty. The manner of payment, the amount to be paid, 
ought to be clear to the taxpayer. 

(c) Convenience. Taxes ought to be levied at the time and in the 
manner most convenient for the ta.xpa)’er. 

{d) Economy. As little as possible, consistent with efficiencv', should 
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be taken from the yield of taxation to meet costs of admini- 
stration and collection. 

(e) High yield. A tax should have a high net yield, but not so high 
as to damage its source of payment. 

(/) Elasticity. It ought to be possible to adjust the rate of a tax to 
meet changed financial circumstances. 

IMPACT AND INCIDENCE 

The impact of a tax is said to be on the person from whom that tax is 
initially collected. The incidence is said to be on the person on whom 
the tax burden ultimately rests. Thus, taxes on income generally rest 
at the point of initial impact; taxes on commodities may be passed on 
to the consumer. 

DIRECT TAXATION 

Direct taxes are those borne by the persons upon whom they are 
actually levied, e.g., income tax. 

(a) The advantages of direct taxation include the following: 

(i) Incidence is easy to determine 

(ii) Direct taxation can be made “progressive”, i.e., the rate 
may be increased as one’s income increases, thus conform- 
ing to principles of equity. 

(iii) Costs of collection are comparatively low. 

(iv) The taxpayer generally knows exactly how he has to 

pay- , , 

(v) The interest of the taxpayer in the spending of public 
money is stimulated. 

[b) The disadvantages of direct taxation should be noted; 

(i) It is not easy to devise a system that is fair for all classes. 

(ii) Evasion is encouraged, more particularly when rates of 
direct tax are high. 

(iii) Effort and enterprise may be penalised and discouraged 
where rates of direct taxation are highly progressive. . 

INDIRECT TAXATION 

Indirect taxes are imposed on goods and services so that impact and 
incidence are on different persons. 

{a) The advantages of indirect taxation may be summarised thus: 


(i) Collection is relatively easy. 
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(ii) Evasion is not easy. 

(iii) Those with small incomes can be reached. 

(iv) Some commodity duties are elastic in yield, i.e., revenue 
increases with an increase in duty levied. 

(v) Commodity taxes enable foreign visitors, who would other- 
wise be exempt from taxation, to be reached. 

(vi) Some forms of consumption, e.g., of tobacco and alcohol, 
can be controlled in part. 

(vii) The taxpayer does not feel the burden so directly. 

(viii) The method of payment is relatively convenient. 

{b) The disadvantages of indirect taxation include the following: 

(i) Indirect taxation is rarely equitable; it is regressive in char- 
acter, so that the proportion of the taxpayer’s income paid 
in indirect taxation tends to diminish as that income in- 
creases. 

(ii) Revenue is uncertain and incidence is not easy to de- 
termine. 

(iii) The real cost of collection may be high. 

(iv) An increase in the rate does not necessarily result in an 
increased yield. 

(v) The tax may be shifted on to those who were not intended 
to bear it. 

(vi) Inconvenience to trade may result. 


THE BRITISH TAXATION SYSTEM 

The British scheme of taxation is a composite system-, it comprises direct 
and indirect taxes. The three main sources of tax revenue are: taxes 
on income, e.g., income tax and corporation tax; taxes on capital, 
e.g., capital gains tax; taxes on expenditure, e.g., V.A.T., revenue 
duties. 

Estimated receipts from taxation (and other sources) for the years 
1976-77 are set out in the table on page 212. 


EXAMPLES OF SOME PRINCIPAL TYPES OF TAX 

The taxes selected for discussion in the following paragraphs are: 

{a) Income Tax; 

[b) Corporation Tax; 

(c) Capital Gains Tax; 

{d) Value Added Tax. 
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RECEIPTS FROM TAXATION AND OTHER SOURCES 

£ million 



1976/77 

Taxation 


Inland Revenue: Total 

20,710-0 

Income tax 

17,012-8 

Surtax 

62-2 

Profits tax 

0-2 

Corporation tax 

2,654-9 

Capital gains tax 

323-4 

Estate duty 

124-4 

Capital transfer tax 

259-2 

Stamp duties 

271-6 

Special charge 

0-2 

Development land tax 

I*I 

Customs and Excise: Total 

10,900*0 

Beer 

807-4 

Wines and spirits 

1,137-8 

Tobacco 

1,873-9 

Hydrocarbon oils 

2,065-2 

Protective duties 

675-0 

Agricultural levies 

52-7 

Betting 

284-2 

V.A.T. 

3,778-4 

Car tax 

226-8 

Other 

5-5 

Import deposits 


less Export rebates 

6-9 

Motor vehicle duties 

845-9 

Total taxation 

32,455-9 

Miscellaneous receipts; 


Interest and dividends 

189-9 

Broadcast receiving licences 

246-7 

Other 

885-4 

Total revenue 

33,777-9 


Source: H.M. Treasury 


INCOME TAX 

Income tax is imposed for the year of assessment beginning on 6th 
April. When imposed for any year it is charged for that year m 
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respect of all property, profits or gains respectively described in the 
Schedules”, and “in accordance with the provisions of the Income Tax 
Acts respectively applicable to those Schedules”: Income and Corpora- 
tion Taxes Act 1970, s. i. The basis of the system is currently a “un- 
ified tax” and allows for a charge to income tax at the basic rate on 
the first “slice” of a taxpayer’s income after deduction of appropriate 
reliefs, and a charge at successively higher rates with reference to the 
“slices” by which his total income is in excess of the first “slice”. 

SCHEDULE A 

Under this Schedule tax is charged on annual profits or gains arising 
from rents under leases of land in the U.K., and other similar re- 
ceipts. Tax is chargeable on persons receiving or entitled to receive 
such profits or gains. 

SCHEDULE B 

Tax under this Schedule is charged on the occupation of those wood- 
lands in the U.K., managed on a commercial basis with the aim of 
making a profit. The occupier is charged on the “assessable value” of 
his occupation in the “chargeable period”. That “assessable value” is 
generally one-third of the “annual value” of the woodlands; the 
“annual value” is a notional value based on the assumption that the 
land, instead of being woodland, has been let in its natural, un- 
improved state. 

SCHEDULE C 

Under this Schedule tax is charged in respect of all those profits 
arising from public revenue dividends payable in the U.K. in a charge- 
able period, also from similar dividends payable in the Republic of 
Ireland and entered in the Bank of Ireland register. Tax under 
Schedule C is charged on the appropriate person making payment, 
who will pay the tax on behalf of persons entitled to the profits. 

SCHEDULE D 

Tax is chargeable under this Schedule on the full amount of income 
which precedes the year of assessment. It is charged in respect of; 
profits or gains of any trade carried on wholly or partly within the 
U.K.; profits or gains of any profession or vocation not covered by 
any other Schedule; interest on money, annuities or other annual 
payments, except payments chargeable under Schedule A; income 
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arising from securities payable from public revenue and not charge- 
able under Schedule C; income arising from securities out of the 
U.K., where not charged under Schedule C; income arising from 
possessions out of the U.K., but not including income consisting of 
emoluments of any office or employment; other annual profits or 
gains not falling under Schedules A, B, C or E. 

SCHEDULE E 

Tax is charged under this Schedule in respect of; any office or em- 
ployment on emoluments therefrom falling within the Schedule; pen- 
sions or annuities; family allowances; payments of benefit under the 
Sociat Security Act 1975 except death grant, unemployment benefit, 
sickness benefit, etc. 


SCHEDULE F 

Tax is chargeable under this Section for any year of assessment on all 
dividends and other distributions in that year of companies resident 
in the U.K. which are not excluded specially from income tax. 

EXEMPTIONS FROM INCOME TAX 

The principal classes of exempted income include: accumulated inte- 
rest on U.K. national or war savings certificates; interest on post-war 
credits; social security benefits, but not, e.g., some family allowances; 
income from scholarships, bursaries, etc., held by a person under- 
going full-time instruction at an educational establishment; interest 
on damages for personal injuries; certain types of income of chari- 
ties. 

Whole or partial exemption from income tax is allowed on the case 
of, e.g., dividends or interest paid by a building society; sums payable 
under certain types of contractual savings schemes. 

PERSONAL RELIEFS 

An individual taxpayer’s personal reliefs are deducted from total 
income. It should be noted that there is no rule which allows any 
excess of an individual’s personal reliefs which remain unallowed for 
a given year of assessment to be carried backward or forward to any 
other years. 

Personal reliefs include: relief to a married man whose wife is 
living with him for the year of assessment or who is wholly main- 
tained voluntarily by him during that year; wife’s earned income 
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relief; child relief in respect of a widow’s or widower’s housekeeper; 
relief for relative taking charge of an unmarried person’s younger 
brother or sister; relief for dependent relatives; relief for daughter’s 
services; relief for some types of premiums on life policies. 


DEDUCTIONS FOR NECESSARY EXPENSES 

Certain types of expenditure incurred wholly, exclusively and neces- 
sarily in employment may be deducted from emoluments for the pur- 
pose of income tax. 

Allowable expenses include, for example (in the case of a trader) : 
bank charges on business accounts; heating, lighting, power charges 
relating to, e.g., a shop; insurance premiums relating to, e.g., trading 
stock; leasing costs; printing and stationery costs; some repairs (but 
not improvements) to business premises. 

Examples of non-deductible expenses are: capital expenditure; 
depreciation; fines and penalties; occasional loans to customers. 


CAPITAL ALLOWANCES 

In general, capital allowances may not be claimed in relation to 
capital expenditure; they may be available, however, in the case of 
certain classes of wasting assets, e.g.: industrial buildings and struc- 
tures; machinery and plant; scientific research; agricultural or 
forestry land; mines and oil wells. 

A trader may be given an “initial allowance , or, in relation to 
capital expenditure on plant and machinery, a “first year allow- 
ance”, as soon as capital expenditure which qualifies under the statu- 
tory rules is incurred by him. He may also receive an annual “writ- 
ing-down allowance” until the asset ceases to be owned by him, or 
ceases to be used for trade purposes. 


P.A.Y.E. 

The system of Pay-as-you-earn was introduced under the Income Tax 
[Employments) Act 1943. In essence, the system allows income tax in 
respect of emoluments under Schedule E (income from employment) 
to be deducted by employers from wages and salaries. Its distinctive 
features are as follows; 

[a) The tax is deducted by the employer, who is accountable to 
the Collector of Taxes. 

[b) The employer receives from the Inspector of Taxes, before the 
commencement of the year of assessment, a tax deduction card 
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relating to each employee which shows his code number, and a 
set of tax tables. 

(c) Tax deducted is related to the employee’s emoluments for the 
year which he has received to date, the proportion of personal 
reliefs for that year to date which are deducted from income, 
and the amount of income tax previously deducted from emo- 
luments in that year. 

ADMINISTRATION OF INCOME TAX 

The admistrative structure relating to the assessment and collection 
of taxes is based on the following persons and bodies: 

(fl) Board of Inland Revenue. The Board is responsible for the care 
and management of direct taxes. It comprises the Commiss- 
ioners of Inland Revenue, who are full-time civil servants. 

[b) Inspectors of Taxes. The Inspectors are full-time civil servants 
appointed by the Board of Inland Revenue; they act under the 
Board’s general direction. Their functions include the issuing 
of notices requiring returns of income, and Tax assessment. 

(c) General and Special Commissioners. The function of the Commiss- 
ioners is the hearing and determination of appeals relating to 
tax matters. General Commissioners are part-time and are ap- 
pointed to geographieal areas, known as “divisions”. Special 
Commissioners hear and determine the more formal type of tax 
appeal; they are, in practice, lawyers of considerable experi- 
ence. 

{d) Collectors of Taxes. The Collectors are full-time civil servants 
appointed by the Board of Inland Revenue. Their principal 
function is the collecting of taxes charged by the Inspectors. 
They may issue demand notices, give receipts and distrain 
upon land and goods where a person fails or refuses to make 
payment. 

{e) Board of Referees. This is a specialist tribunal, consisting of a 
chairman appointed by the Lord Chancellor, and other mem- 
bers appointed by the Treasury. The Board may act as an 
appeal tribunal in relation to matters involving certain types 
of capital allowances. 

CORPORATION TAX 

The Finance Act 1965 introduced a corporation tax levied on com- 
pany profits. A two-tiered system effectively separated the taxation o 
company profits and the taxation of dividends. 

In 1971 a reform of corporation tax was announced, which 'vas 
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iniplcmcntccl by the Finance Act 1Q72- The ticsv ^^itnput3.tion system** 
took effect from 1973 and remains the basis of today*s corporation 
tax. 


THE IMPUTATION SYSTEM 

Under this system a company pays corporation tax at a single rate on 
all its profits, whether or not distributed. Income tax is not deducted 
from dividends but where a company makes a distribution of profits 
to shareholders it is required to make an advanced payment of corpo- 
ration tax (A.C.T.) to Inland Revenue. The amount of A.C.T. paid 
by the company is set off against the company’s final tax liability at 
the end of the accounting period. Shareholders who have received 
dividends in respect of which A.C.T. has been made receive, together 
with their dividend warrants, a tax credit, so that liability to income 
tax at the basic rate is satisfied. 

Generally, corporation tax which is assessed for an accounting 
period is payable within nine months from the end of that period. 

For purposes of the tax, a “company” includes any body corporate 
or an unincorporated association; it does not include a partnership or 
local authority, for example. 

Corporation tax is chargeable on the entire profits of companies 
wherever they arise. A company not resident in is not con- 
sidered as within scope unless it carries on a trade in the U.K. 
through an agency or branch. 

CAPITAL GAINS TAX 

This tax was introduced by the Finance Act 1965 and is imposed on 
chargeable gains accruing on the disposal of assets after 6th April 
1965. The rate is currently 30 per cent. See Capital Gains Tax Act 
' 979 - 

CHARGEABLE PERSONS AND CHARGEABLE GAINS 

Capital gains tax is chargeable in respect of those capital gains accru- 
ing to a person who is resident or ordinarily resident in the U.K. in 
any year of assessment. In the case ofa company — the term includes a 
body corporate and an uncorporated association, but not a partner- 
ship — the charge is to corporation tax and is levied by reference to 
those chargeable gains accruing to the company during an account- 
ing period. , TT K 

A person who is not resident or ordinarily resident in the u.K., but 

who trades through an agency or branch, is generallt’ chargeable on 
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capital gains accruing to him on the disposal of assets situated in the 

U. K. and used for trade ourposes. Charities, trade unions and local 
authorities are among the persons and bodies exempted in whole or 
part from the tax. 

EXEMPTIONS AND RELIEFS 

In some cases there are exemptions and reliefs for certain kinds of 
property. Thus an ordinary private motor car is not a chargeable 
asset; savings certificates are not chargeable assets; sums awarded by 
way of compensation are not chargeable gains; a gain accruing on 
the disposal of a chattel which is tangible property is not considered 
as a chargeable gain if the value of the consideration for disposal does 
not exceed ;^i,ooo; a gain accruing on the disposal of a private resi- 
dence is not a chargeable gain; generally there is no chargeable gain in 
the case of the disposal after 19th March 1968 of a wasting asset, i.e., 
an asset with a predictable life of not more than 50 years. (It should 
be noted that the term “disposal” has no technical meaning for 
purposes of the tax; it is construed in its ordinary sense.) 

VALUE ADDED TAX (v.A.T.) 

V. A.T. was introduced by the Finance Act 1972. It is, in effect, a sales 
tax payable, in the final analysis, by the ultimate consumer. 


SCOPE OF v.A.T. 

In principle, V.A.T. is chargeable on all supplies of goods and ser- 
vices in the U.K. by a taxable person in the course of a business 
carried on by him, and on the import of goods into the U.K. “Tax- 
able person”, usually has the same meaning as “registered person”, 
i.e., one having a turnover currently of not less than ^10,000 per 
annum; it includes individuals, partnerships, companies, etc., and 
persons who ought to be registered, but who have failed to do so. 
“Supplies” refers to transactions, e.g., sales, hirings, hire-purchases 
and the performing of services; services rendered freely are not tax- 
able. “Business” includes any trade, profession or vocation. 


ZERO-RATING 

A zero-rated supply is taxable, but at a nil rate of tax. In effect, 
therefore, a registered person who supplies zero-rated services or 
goods does not have to charge output tax to his consumers; he may, 
however, recover as input tax any V.A.T. charged to him by his 
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suppliers. Thus, since exports of goods are zero-rated, an exporter 
makes no charge of any tax on his export sales; he is able to recover 
tax he has been charged in respect of taxable supplies. Other zero- 
rated goods and services include: most types of food, except when 
used in catering; newspapers, books and periodicals; construction of 
buildings; medicines supplied on prescription. 

EXEMPTION 

A person who makes exempt supplies of goods and services has not to 
charge any output tax to his customers. Unless he also makes taxable 
supplies, he need not be registered and need not keep tax records. 
But he is not entitled to recover tax charged on purchases relating to 
his exempt supplies. Goods and services which are exempt include: 
land and rents; postal services; insurance; education; finance. 

STANDARD RATE 

Before the Budget of June, 1979, the standard rate of V.A.T. was 8 
per cent. Certain goods were charged at a higher rate of 1 2| per cent. 
Following the Budget, the higher rate was abolished and the standard 
rate increased to 15 per cent. 

SUPPLY OF SERVICES 

For purposes of V.A.T. a supply of services includes any service pro- 
vided for a consideration in money or otherwise. Services provided 
by employees to their employers are generally outside the scope of 
V.A.T. Services supplied by the self-employed are generally tax- 
able. 

REGISTRATION, CANCELLATION OF REGISTRATION AND APPEALS 

Taxable persons are obliged to notify Customs and Excise; they re- 
ceive a certificate of registration, which advises registration number 
and tax periods, together with the effective date of registration, from 
which commence the obligation to pay output tax and the right to 
deduct input tax. 

A registration may be cancelled after a registered person disposes 
of or closes down his business, or his taxable outputs cease perman- 
ently for any other reason. Where a registration is cancelled a final 
return must be made to Customs and Excise within one month of the 
date from which cancellation becomes effective. 

Independent V.A.T. tribunals deal with appeab about matters 
such as: registration or cancellation of a registration; assessment of 
tax; amount of input tax which may be deducted. 
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CALCULATION AND WORKING OF VAT 

V.A.T. is calculated as a percentage of the value of the supply. In 
general this is the amount actually paid, but excluding V.A.T. 
itself. 

V.A.T. is collected at every stage of production and distribution of 
goods and services; the ultimate consumer bears the final tax. At 
each stage the taxable person will be charged by his suppliers with 
V.A.T. on their supplies to him of goods and services relating to his 
business. Such goods and services are his inputs', the tax on them is 
input tax. When he supplies goods and services to his customers, they 
are his outputs and the tax charged on them is output tax. On making 
returns to Customs and Excise, he adds up his output tax and his 
input tax, deducting the smaller amount from the larger; the differ- 
ence of the totals represents what has to be paid to Customs and 
Excise, or what will be repaid to him. 


A SIMPLIFIED EXAMPLE OF THE CALCULATION OF V.A.T. 


Stage 

Basis of business 
transacdon 

Selling price 
(tax not 
included) 

£ 

V.A.T. 

payable 

£ 

V.A.T. 

credit 

£ 

Net Tax 
paid 

£ 

I 

Importer sells raw ma- 
terial to manufacturer 

lOO 

8 

— 

8 

2 

Manufacturer sells his 
manufactured product 
to wholesaler 

225 

18 

8 

10 

3 

Wholesaler supplies re- 
tailer with the product 

300 

24 

18 

6 

4 

Product is sold by re- 
tailer to consumer 

475 

38 

24 

14 


The total paid by the final consumer is 
;^475 + = ;^5I3 


LOCAL TAXATION 

Local authorities undertake certain important functions ancillary to 
those of the Central Government and to carry them out they require 
large revenues. To varying degrees local authorities have assumed 
trading functions, particularly those connected with the supply of 
certain essential services, such as municipal banks, swimming baths 
and other revenue-yielding undertakings. But, despite such activities, 
local authorities rely for the bulk of their income on local rates and 
Exchequer grants. 
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Rates i.e., local taxes, are levied upon real property, i.e., upon 
houses, trade premises and land, the basis being the rateable value of such 
property, which is taken as the rent at which it might reasonably be 
expected to let free of all the tenant’s usual rates and taxes, with 
reasonable allowances for repairs and insurances. 

Rates are paid by the actual occupiers of land or buildings, and 
they are assessed by the Board of Inland Revenue at so much in the 
f on the rateable value. The rate varies from year to year, increasing 
when the local authority needs further funds and decreasing when 
expenses are reduced or when the value of property in the vicinity 
rises. All property is fully rateable except, e.g. agricultural property 
and property used for charitable purposes. 


THE BURDEN OF LOCAL RATES 

Local rates fail to satisfy the prime canon of equity. That each person 
should contribute to the costs of local administration in proportion to 
the value of the property he occupies is a very rough-and-ready basis 
of computing ability to pay. Its application to commercial concerns is 
particularly unfair. A jeweller, for example, can occupy a smaller 
shop than an ironmonger. He might pay lower rates, yet in all proba- 
bility his profits from the business (and hence his ability to pay) are 
considerably higher. Again, the size of a factory is no indication of 
the extent of its profits, i.e., of the ability to pay rates; an engineering 
works is likely to be larger and employ more workers than a biscuit 
factory. Moreover, the basis of valuation may not be uniform through- 
out the area of the precepdng authorities. 

Even more harmful, however, is the fact that rates increase costs of 
production. Local rates are imposed on all concerns, whether profits 
are being made or not. They therefore increase standing charges and 
so increase costs of production. In particular, they reduce the com- 
petitive power of an industry in a highly-rated area as compared 
with one in a low-rated area. It was to equalise rates as far as pos- 
sible that the system of Exchequer Equalisation Grants was introduced in 
1948; in 1959 these grants were replaced by Rale Deficiency Grants. 


REFORM OF LOCAL TAXATION 

A variety of changes has been suggested for reform in the local taxa- 
tion system. These include: increasing the yield of the rates, e.g., by 
super-rating non-domesdc properdes, by surcharges on a householder 
based on additional amounts for each income-earner living in the 
household, by site value radng and by the radng of hitheno-ex- 
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empted agricultural property; obtaining additional revenue from new 
sources, including local income tax, local sales tax to be levied on 
retail sales in tlie locality and local employment tax to be charged on 
employers and to be based on their payrolls; general improvement of 
the rating system, including assessments based on capital, and not 
rental values and a reduction of the period in which properties left 
empty are free from carrying full rates. 
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CHAPTER SEVENTEEN 

Legal Aspects of Business — IV: Bankruptcy 


(In this chapter references unless otherwise stated, are to sections of 
the Bankruptcy Act 1914, which is referred to as ‘the 1914 Act”.) 

A trading unit may for one reason or another be unable to fulfil its 
obligations and legal means may be taken so that it can be wound up 
altogether or granted a sufficient measure of relief to enable it to 
resume business with some hope of success. The individual trader and 
the partnership are subject to the laws of bankruptcy and the com- 
pany is governed by the sections of the Companies Acts which deal with 
liquidation and receivership. 

The first signs that the commercial community receives of a 
trader’s actual or impending insolvency are usually a dilatoriness in 
the payment of accounts and repeated requests for extended accom- 
modation. An efficient concern never allows these signs coming from 
any of its customers to pass unnoticed, and, as a precautionary meas- 
ure, it will make careful inquiries — through a bank or an inquiry 
agency — as to the position of the defaulting concern. 

If a customer fails to meet his obligations as they fall due, there are 
two alternatives open to the creditor. Either he may place the matter 
in the hands of a debt-collecting agency which specialises in such 
matters (sometimes the debt may actually be sold for what it is worth 
and the balance written off), or if the amount is small, a trader might 
himself take action in the local County Court or place the matter in 
the hands of his solicitors. The latter will take whatever steps are 
necessary, resorting, if desirable, to the Courts to obtain settlement. 
Very often legal action will result in payment being made but in 
other cases the debtor will acknowledge his inability to meet his debts 
and will be forced into bankruptcy or (in the case of a company) into 
liquidation. 


BANKRUPTCY 

The law of bankruptcy in the United Kingdom is founded on the 
principle that if a person becomes so insolvent that he is unlikely to 
be able to meet his obligations it is best for all concerned that, subject 
to certain condidons, he should be e.xtricated from his position and 
left free to start again by being relieved of his outstanding debts. At 
the same time, the debtor’s creditors are protected in that any assets 
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of which he may be possessed are realised and the proceeds distrib- 
uted according to certain statutory priorities amongst them. 

This principle could not be applied in its rough form for that 
would leave the matter open to abuse: it has therefore been necessary 
to evolve a complete code governing the manner in which the ex- 
trication should be accomplished. 

The principal Acts of Parliament governing bankruptcy proceed- 
ings are the Bankruptcy Act 1914, as amended by the Act of 1926 and 
the Insolvency Act 1976. These are supplemented by the Bankruptcy 
Rules 1952. 


ACTS OF BANKRUPTCY 

Proceedings in bankruptcy cannot be commenced until the insolvent 
debtor has committed an act of bankruptcy, which he does in any of the 
following circumstances, as set out in the 1914 Act, s. i (i): 

{a) If he makes a conveyance or assignment of his property to a 
trustee for the benefit of his creditors generally. A petition 
cannot, in general, be based on this act by a creditor who has 
assented to the conveyance. 

{b) If he makes a fraudulent conveyance gift, delivery or transfer 
of his property, or of any part thereof. 

(r) If he makes any conveyance or transfer of his property, or any 
part thereof, or creates any charge thereon which would be 
void as a fraudulent preference if he were adjudged bank- 
rupt. 

{d) If, with intent to defeat or delay his creditors, he departs 
out of England and Wales, or being out of England and Wales 
remains out, or departs from his dwelling-house, or otherwise 
absents himself or begins to “keep house” [i.e., shuts himself 
indoors and makes himself inaccessible) . 

{e) If execution against him has been levied by seizure of his 
goods, and the goods have been either sold or held by the 
sheriff for twenty-one days. 

{/) If he files in the court a declaration of his insolvency, or pres- 
ents a bankruptcy petition against himself (see below). 

(^) If a creditor has served on him a bankruptcy notice under the 
Act, and he does not, within seven days, either comply with 
the requirements of the notice, or satisfy the court that he has 
a counter-claim which equals or exceeds the amount of 
the judgment debt, and which he could not have set up in the 
proceedings which led to the judgment or order on w'hich the 
bankruptcy notice was based. 
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A Bankruptcy Notice is one issued out of court and served 
upon a judgment debtor by the judgment creditor, requiring 
the former to pay the debt in accordance with the terms of the 
judgment or to secure or compound for it to the satisfaction of 
the creditor or of the court, and stating the consequences of 
non-compliance. 

{h) If the debtor gives notice to any of his creditors that he has 
suspended or is about to suspend payment of his debts. 

OTHER ACTS OF BANKRUPTCY 

Other statutory provisions may result in an act of bankruptcy being 
committed by a debtor, for example: 

(fl) Under the 1914 Act, s. 107 (4), where a judgment creditor 
applies to a Bankruptcy Court under the Debtors Act 1869, s. 5, 
for committal of the judgment debtor, the Court may, if it so 
wishes, decline to commit and, with the judgment creditor’s 
consent, may make a receiving order against the debtor. The 
debtor is deemed to have committed an act of bankruptcy at 
the time the order was made. 

[b) Under the Powers of Criminal Courts Act 1973, s. 39 (5), a debtor 
commits an act of bankruptcy when a criminal bankruptcy 
order is made against him. 

(c) Under the Insolvency Act 1976, s. ii (i), where a person fails to 
make a payment which he is required to make under an ad- 
ministration order, the Court may, if it thinks fit, revoke that 
order and make a receiving order against that person. Under s. 
II (^), the person is deemed to have committed an act of 
bankruptcy at the time the receiving order is made. 


BANKRUPTCY PETITION 

Once a debtor has committed any of these acts, a creditor may take 
proceedings to have him declared bankrupt. The first step is the filing 
of a bankruptcy petition founded on the specific act of bankruptcy. The 
petition is presented to the relevant court (see above) by a creditor or 
creditors, or by the debtor himself, and asks that a receiving order be 
made. The following conditions must be fulfilled before a petition 
may be filed: 

(a) The debt due to the petitioning creditor (or to two or more 
creditors if the petition is presented jointlyj must amount to 
fooo at least (but a bankruptcy- notice may be issued in respect 

of any amount). 
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[b) The debt must be an ascertained or liquidated sum, payable 
immediately or at some certain future time. 

[c) The act of bankruptcy relied upon must have been committed 
within three months previous to the presentation of the peti- 
tion. 

[d) The debtor must be subject to the bankruptcy laws of England 
and this, generally speaking, depends upon present domicile 
here, or ordinary residence or carrying on business here within 
a year before the presentation of the petition. 

In addition, the debt upon which the creditor petitions must have 
existed at the date on which the act of bankruptcy was committed. 

The petition must be verified by affidavit and a copy must be 
served on the debtor where the petition is not his own. After an 
interval of not less than eight days from the date of the service the 
Court will hear the petition, and at the hearing will require proof of 
the existence of the debt, of the service of the petition and of the act 
of bankruptcy. It will then make a receiving order or dismiss the 
petition, as it thinks fit. Once presented, a petition can be withdrawn 
only by leave of the Court. 

THE PROPER COURT IN WHICH TO PRESENT PETITIONS 

The 1914 Act, s. g8, sets out instructions concerning the appropriate 
court in which to present a petition. The High Court is the proper 
court in those cases in which a debtor, by or against whom a petition 
is being presented, has resided or carried on business within the 
London Bankruptcy District for the greater part of the six months 
immediately preceding presentation of the petition, or for a longer 
period of time during those six months than he has resided in any 
County Court district. 

Wherever a debtor is not resident in England, or if the petitioning 
creditor cannot ascertain his residence, the petition must be pres- 
ented to the High Court. In other cases a petition is presented to the 
County Court for the bankruptcy district in which the debtor has 
resided or carried on business for the longest period of time during 
the six months immediately prior to the presentation of the petition. 

RECEIVING ORDER 

When the Court makes a receiving order, a copy is served on the 
debtor and notice thereof is published in the London Gazette. The effect 
of the receiving order is to constitute the Official Receiver (a perman- 
ent official of the Department of Trade) the receiver of the debtors 
property. Immediately the order is made, all legal processes against 
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the debtor or against his property are automatically stayed. The Offi- 
cial Receiver takes charge of the assets and affairs of the debtor and 
acts as temporary trustee. 


STATEMENT OF AFFAIRS 

When a receiving order is made against a debtor he is saddled with 
certain responsibilities, the first of which is the preparation of a state- 
ment of affairs. This must be verified by aChdavit and must be filed 
within seven days of the receiving order (three days if the debtor 
presented the petition himself). The statement must contain the fol- 
lowing particulars: 

( 1 ) A statement of his assets and liabilities, showing the amount of 
his deficiency. 

(2) The names, addresses and occupations of his creditors showing 
the amount due to each and the security held (if any) . 

(3) An account showing how the deficit has been produced. 

Any creditor may inspect the statement and make copies or ex- 
tracts therefrom. 

EXAMINATION OF THE DEBTOR 

The court may, at any time after a receiving order has been made, 
summon before it the debtor, or his wife, or other persons known or 
suspected to possess any of the debtor’s property. Documents may be 
ordered to be produced at this private examination. The debtor and 
other persons are examined on oath. A second, public examination is 
held in open court as soon as possible after the expiration of the 
period for presentation of a statement of affairs. 

The debtor is required to answer upon oath, at the public ex- 
amination, all questions put to him by the Official Receiver and 
creditors relating to his conduct, property and dealings. He is obliged 
to attend this examination and failure to do so may result in his 
arrest. 

On grounds of the debtor’s physical or mental unfitness to undergo 
public examination, the court may excuse his attendance. Under the 
Insolvency Act 1976, r. 6 (i), the court may make an order dispensing 
with public examination, in the exercise of its discretion, haUng 
regard to all the circumstances of the case and, in particular, whether 
the debtor has made full disclosure of his affairs, the number and 
nature of his debts, whether he has been adjudged bankrupt previ- 
ously and whether his bankruptcy might be a matter of public con- 
cem. 
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COMPOSITION OR SCHEME OF ARRANGEMENT 

At any time after the receiving order and within four days of delivery 
of his statement, the debtor may submit proposals for a composition in 
satisfaction of his debts {i.e., the offer of so much in the £) or a scheme of 
arrangement of his affairs. Such a scheme or composition will be 
considered by the creditors at their first meeting, or at a meeting 
called for the purpose, and, if adopted by a majority in number re- 
presenting three-fourths in value of creditors who have proved their 
debts, it will go up for consideration by the court. The Official Re- 
ceiver will report to the court upon the conduct of the debtor and 
upon the proposed scheme. If the court sanctions the scheme, it be- 
comes binding upon all the creditors; and, if the debtor carries out 
his promises, he is released from all further liability in respect of the 
debts. 

DEEDS OF ARRANGEMENT 

A deed of arrangement, which must be carefully distinguished from a 
scheme of arrangement, may be made in any of the forms specified in 
Section i of the Deeds of Arrangement Act, 1914, and the Deeds of Arrange- 
ment Rules, 1925. If such an instrument is: 

{a) for the benefit of creditors generally or 

(b) for the benefit of three or more creditors of an insolvent 
debtor, 

it must be registered as a deed of arrangement and must receive the 
assent of a majority in number and value of the creditors. The deed is 
not, however, binding on creditors who do not assent. 

A deed of arrangement will be void for want of registration, for 
want of assent of a majority of creditors, or upon the making of a 
receiving order upon a petition presented within three months after 
the execution of the deed. 

Usually, the deed conveys the whole of the bankrupt’s business 
property to a trustee for administration on behalf of his creditors. 
The trustee is not in such a strong position as a trustee in bankruptcy, 
but provided he takes care to get the consent of all the creditors he 
can fairly safely administer the property. 

The object of a deed of arrangement is to give the creditors the 
benefit of the debtor’s property without the publicity, formality and 
delay involved in bankruptcy proceedings. The former procedure is 
also more elastic and does not stigmatise the debtor so seriously as 
does bankruptcy. 
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MZETTN’G OF CREDITORS 

In order that the bankruptcy- may be conducted with the fall know- 
ledge and consent of the creditors, meetings of the latter are held 
from time to time. The first meeting of creditors is held vithin four- 
teen days after the date of the recehing order, and the debtor must 
attend to give information. Seven days’ notice of the meetins is eiven 
in the London Gazette and in a local paper. The Official Receiver 
the meeting and presides, but at any subsequent meetins the credi- 
tors choose their own chairman. At the first meeting all craiitors mav 
attend, but no person is entided to vote unless he has proved his debt, 
and the proof has been duly lodged. 

The creditors may decide at this meeting to accept a scherrj. or 
composition, or they- may resolve that the debtor be adjudged bankrupt 
by the court. In the latter case the court V/ill adjudge the debtor 
bankrupt, and in any case it will do this if it cannot approve the 
scheme of composition (if any) or if the creditors at their first meedng 
pass no resoludon at all. If the creditors resolve on adjudicadon they/ 
may- elect a trustee and a committee of inspection. 

Subsequent meetings may be arranged if necessary, but very often 
the first is the only one. 


ADJUDICA-nOM 

At this stage the debtor has not been judicially declared banluupt, 
but after the first meeting a new phase b^ins. The deotor will be 
adjudged bankrupt by- the court in the fbHovmg cases; c i/here the 
creditors resolve that he shall be so adjudged; T where th ry pass no 
resolution; (c) where they hold no meeting: id ) where the debtor UiL 
to give a proper account of his affairs; (ej where a scheme of arrange- 
ment or of composition falls through: where the debtor ha^ d.o- 

sconded; (g) where the public examination is adjourned fadeffa-.e-,- . 
(A) where the debtor requests it at the time of the recer.mg o.de., 
if default is made in payment of an Lnstaknent due m pursue 
composition or scheme, or it it appears to the co-^ th^t c,pj.o. ti- 
the composition or scheme was obtained by firauo. 

The effect of the court’s order of adjudication is to 
debtor a bankrupt, depri-ving him of his proper^^ 
trustee in bankruptcy who must be appointed for mL: ont'"-' 


THE OFFICIAL RECEIVER. 

Pending the appointment of the trustee the Otneiffi 

as trustee. His duties are many and \."aned. He mmt act ^ 
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only pending the appointment of the latter but also during any 
vacancy in the office. He has to preside at the first meeting of credi- 
tors and to conduct the debtor’s public examination. It is his duty, 
too, to maintain a careful supervision over the bankruptcy proceed- 
ings, and to see that proper accounts are kept. Further, he must 
arrange for the publication and circularisation of notices and must 
keep the creditors informed of any proposals of the debtor in respect 
of the proceedings and his affairs. Finally, he must, if necessary, in- 
stitute criminal proceedings against the bankrupt if the latter has 
committed any criminal offence in respect of his assets. 

THE TRUSTEE IN BANKRUPTCY 

The trustee is usually appointed by the creditors, or by a committee 
of them, subject to the approval of the Department of Trade. Before 
he can take up his position his appointment must be confirmed by 
the Department, which will require him to give security. His re- 
muneration is generally fixed by the creditors, and must take the 
form of a percentage on; {a) the amount realised by the trustee him- 
self, and {b) the amount distributed in dividend. Often the trustee is 
an accountant. 

The duties of the trustee are to realise the assets as rapidly and 
profitably as possible, to keep accounts of all his transactions and to 
distribute the proceeds among the creditors according to their rights. 
In all matters he must endeavour to carry out the wishes of the credi- 
tors and must obey the instructions of the Department of Trade. 

The trustee may be assisted, in some cases, by a committee of inspec- 
tion, elected by the creditors from among themselves, and he must 
then be guided throughout by their decision. 

Sometimes the creditors request the Official Receiver to appoint a 
special manager to carry on the debtor’s business. Like the trustee, he 
must give security as directed by the Department and must keep 
proper accounts. 

PROOF OF DEBTS 

To share in the distribution of the bankrupt’s property a creditor 
must “prove” his debt. This he does by furnishing the trustee with 
proof of the existence of the debt, verified by affidavit, whereupon 
the trustee may either accept the proof or reject it. In the latter case 
the presumptive creditor may apply to the Court for revision of the 
trustee’s decision. A creditor may prove for “all debts and liabilities, 
present or future, certain or contingent, to which the debtor is subject 
to him at the date of the receiving order, or to which he may become 
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subject before his discharge by reason of any obligation incurred 
before the date of the receiving order”. 

In making his proof the creditor may claim interest up to the date 
of the receiving order if the debtor has agreed to pay such interest. 
But not more than 5 per cent per annum can rank for dividend till all 
creditors have been paid in full, any excess interest ranking as a de- 
ferred claim. Apart from interest arising out of a special contract with 
the debtor, per cent per annum to the date of the receiving order 
is allowed on judgments. 

DISTRIBUTION OF ASSETS 

As and when the trustee realises the property or so much as is readily 
realisable, he proceeds to distribute the proceeds by payment of divi- 
dends to the creditors of so much in the £. Before he is able to distrib- 
ute any of the proceeds to the ordinary creditors he has to cover his 
expenses and pay off the claims of preferred creditors. 

The order of distribution of assets is as follows: 

(1) Expenses actually and properly incurred in connection with the 
bankruptcy proceedings. 

(2) Pre-preferential debts. Thus, if the bankrupt was an official of a 
friendly society or a savings bank, under this heading will be 
included any monies or property of such an association. Under 
this heading is also included any claim for expenses of the trustee 
of any deed of arrangement avoided by the debtor’s bankruptcy. 
Any premiums paid by clerks or apprentices as fees may be 
repaid by the trustee to the extent he considers reasonable. It 
should be noted that under the Employment Protection Act 1975 the 
Secretary of State shall, upon application by an employee, pay to 
him from the Redundancy Fund, such an amount as the trustee 
in bankruptcy considers reasonable by way of reimbursement of 
premiums, etc. Thereupon, the employee’s rights and remedies in 
relation to that debt are transferred to the Secretary of State. 

(3) Preferential debts. Under this heading come, for example, rates, 
income tax assessed on the bankrupt up to the fifth day of April 
next before the date of the receiving order and debts in relation 
to the Social Security Act 1975. Employees’ wages in respect of 
services rendered to the bankrupt during four months before the 
date of the receiving order, not exceeding ;^8oo, come under this 
heading. Following the Employment Protection Act 1975, certain 
payments have become preferential debts for purposes of distri- 
bution of assets; they include guarantee payments, remuneration 
relating to suspension on medical grounds, payment for time off 
and remuneration under a protective award. 
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(4) Ordinary debts. When the trustee has paid in full debts in categor- 
ies (i)-(3) above, he is obliged to apply funds which remain to 
the payment of debts owing to ordinary creditors, all of whom 
are considered as standing on an equal footing. The ordinary 
debts abate together so that available funds are distributed 
among the ordinary creditors in proportion to the claims they 
have proved. “Postponed creditors”, whose claims are postponed 
until the claims of all pre-preferential, preferential and ordinary 
creditors have been settled in full, include, e.g., the bankrupt’s 
spouse (in relation to money loaned unsecured for use in the 
business). 

Under the 1914 Acts, s. 6g, the bankrupt is entitled to any surplus 
remaining after full payment of all costs and expenses and full pay- 
ment with interest to creditors. 

SECURED CREDITORS 

A secured creditor is one whose debt is secured by a mortgage, 
charge or lien on some part of the bankrupt’s property, and when 
proving his debt he has four courses open to him. He may rely on his 
security and not prove at all; or he may realise the security and prove 
for the balance of his debt; or he may surrender his security and 
prove for the whole debt; or he may value his security in his proof 
and prove for the balance of his debt. Where, however, a creditor of 
the bankrupt has received security in the form of a charge on the 
assets of some person other than the bankrupt, he may prove for the 
whole of his debt and need not deduct the value of his security. 

DISCHARGE OF A BANKRUPT 

A person who has been adjudged bankrupt and has not not yet been 
granted his discharge is known as an undischarged bankrupt and is sub- 
ject to certain restrictions. Thus he is guilty of a misdemeanour if he 
obtains credit, either alone or jointly, to the extent of £^o or more, 
without disclosing the fact that he is ah undischarged bankrupt. 
Moreover, it is an offence for him to trade in a name other than 
that under which he was adjudicated, unless he first discloses the fact 
that he has been adjudicated and reveals the name under which the 
adjudication was made. 

It is obvious, therefore, that a bankrupt’s prime object must be to 
obtain his discharge, releasing him from his liabilities. This can be 
obtained by application made to the court at any time, but the ap- 
plication cannot be heard until after the conclusion of the public 
examination for an order of discharge. Fourteen days’ notice must be 
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given to all the creditors who have proved in the bankruptcy, and 
tire application for discharge may be opposed by any creditor, or by 
the trustee, or by the Official Receiver. 

There are five kinds of discharge: (a) conditional, i.e., subject to 
certain condidons, in which case, if the debtor fails to fulfil the condi- 
tions, it may be revoked; {b) suspensive, i.e, after a fixed time; (c) 
conditional and suspensive; (d) immediate; (e) automatic. 

The order for a debtor’s discharge may be refused by the court in 
certain circumstances, and in others may be suspended for a fixed 
period, or until the bankrupt has paid a dividend of, say, 50P in the f, 
or it may be granted subject to the debtor’s consenting to judgment 
being entered against him for any part of his unpaid provable 
debts. 

There are, however, certain debts provable in bankruptcy from 
which a debtor is not discharged unless the court orders otherwise, 
e.g., judgment debts, in affiliation or matrimonial proceedings. 

Generally speaking, it may be said that a discharge will be refused 
only when the bankrupt has committed a bankruptcy offence. Cer- 
tain of those offences, such as concealment of assets or falsification of 
books, are criminal and are punishable by imprisonment; others, 
such as failure to account for assets, are not criminal but may result 
in refusal of a discharge. 

Modifications in the law relating to the discharge of a bankrupt 
have been made by the Insolvency Act 1976. Under s. 7, the bank- 
ruptcy court is empowered, at the time of the declaration which 
concludes the debtor’s public examination, to make an order which 
has the following effect: if the debtor is not discharged by virtue of 
the 1914 Act, s. 26, e.g., as where a dividend of over 509 in the f is 
paid, before the fifth anniversary of the date of adjudication, and if 
the adjudication has not been annulled before that anniversary under 
the 1914 Act, s. 21 (2) or s. 29, then the debtor shall automatically 
become discharged on the fifth anniversary of the adjudication. Under s. 
7 (4) there is introduced a retrospective discharge of all bankrupts 
whose adjudication took place more than 5 years before s. 7 came 
into force. 

Section 8 of the Insolvency Act 1976 has application to all cases of 
adjudication which were made after, or within 5 years before, the 
coming into force of the Act and in which the bankrupt has not made 
application for discharge under the 1914 Act, r. 26, and the adjudica- 
tion has not been annulled and no order relating to automatic dis- 
charge under s. 7 has been made. In such a case, when five years 
have passed since the adjudication date, the Official Receiver must, 
within one year of the anniversary of the adjudication, make applica- 
tion to the court in respect of the adjudication. The court will con- 
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sider the bankrupt’s conduct and affairs; it is empowered to grant or 
refuse an absolute order of discharge, suspend a discharge or grant a 
conditional discharge. 


WINDING-UP 

We have considered how the insolvent individual can be relieved of 
his liabilities when he is financially overwhelmed. Similar procedure 
applies in the case of limited companies. In Chapter 4 it was pointed 
out that a company could be wound up compulsorily by the court 
when it was deemed unable to pay its debts. This is parallel to bank- 
ruptcy. In place of the trustee, the liquidator acts on behalf of the 
creditors. Of course no public examination of a company can take 
place, but the court may examine any director, promoter, etc., of a 
company where there appears to have been fraud. In compulsory 
liquidation proceedings, a winding-up order takes the place of a receiv- 
ing order and an adjudication order, and in place of discharge there 
is an order for the dissolution of the company. Slight complications are 
involved by the necessity, sometimes, of making calls on the share- 
holders for capital not yet paid up, and by the fact that any surplus 
must be distributed among shareholders, whose rights inter se must be 
adjusted. In broad principles, however, liquidation is similar to 
bankruptcy and it is unnecessary to consider it in greater detail here. 
A company may, of course, be wound up for reasons other than in- 
solvency, e.g., to bring the company to an end whilst still solvent or to 
amalgamate its business with that of another company. In such cases 
the members meet and pass a resolution putting the company into 
voluntary liquidation. If the directors have been able to make a declara- 
tion of solvency, i.e., a declaration that the company will be able to pay 
its debts in full within twelve months, the liquidation will proceed as 
a members’ voluntary winding-up, the creditors having no part in it. 
Otherwise it proceeds as a creditors’ voluntary winding-up, the creditors if 
they wish appointing the liquidator and committee of inspection. 
The company comes to an end automatically and is deemed to be 
dissolved three months after the liquidation proceedings have termin- 
ated. 
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CHAPTER EIGHTEEN 

Markets and Commodity Exchanges 


MARKETS 

Markets are places where buyers and sellers meet to exchange goods 
or services. Although there are many markets which deal with a mul- 
titude of different commodities, there is a general tendency for sellers 
of the same commodity to congregate in a common market place, for 
their own convenience as well as for that of their customers, e.g., the 
meat market, the fish market and the vegetable and fruit market. 


MARKETING BY SAMPLE 

As the variety and value of goods increase and the quantity of each 
type of product grows, it becomes increasingly difficult to display the 
whole stock offered for sale. Nor is it always necessary for the pur- 
chaser to see the goods before he buys; it is possible in many cases to 
place an order on the basis of a sample which he knows will conform 
to the characteristics of the goods represented. Sales by sample are 
usual in branches of the textile and fabric trades and, to some 
extent, in the grain trade. 

The sample is more easily and economically handled than the bulk 
and by its use the bulk can be disposed of in a distant market without 
being inspected by the purchtisers. An enormous gain in time, energy 
and money accrues in this way. 

Selling by sample is not usual in manufactured goods, though the 
increasing standardisation of products, together with the system of 
brand names, enables a buyer to know that he can repeat an order 
for a branded good and be sure that it will be of the same standard as 
his original purchase. 


MARKETING BY GRADE 

This is a development of sale by sample, applying particularly to raw 
materials that can be conveniently classified according to quality. In 
the produce markets the raw materials are graded by independent 
authorities according to fixed standards, so that the quality of any 
commodity is immediately recognizable yrom its description alone, and 
the buyer knows exactly what to expect. Whole cargoes, or even 
crops, of the raw product change hands many times on the simple 
assurance that on delivery they will conform to a certain specified 
grade. 
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THE ADVANTAGES OF GRADING 

First, there is the advantage that, with quantity, size and quality 
fixed or determinable, price is the only variable factor. Secondly, 
grading makes sale by inspection and sample easier, since fewer sam- 
ples are needed and these samples conform more closely to bulk than 
do samples of goods which are not graded. Where grading exists, it is 
not necessary to distinguish commodities produced at different times 
and places if the various lots each fulfil the characteristics of the same 
grade. Thirdly, grading makes possible deahngs for future delivery, as, 
for example, in the cotton markets where the methods have reached 
a high degree of perfection. Fourthly, financing becomes a simpler 
and cheaper process, for not only can prices be more easily deter- 
mined and fluctuations more certainly followed and forecasted, but 
also banks are more willing to grant loans against the security of 
goods whose exact quality is known or ascertainable. Finally, the 
development of grading widens the market and facilitates the dis- 
semination of accurate market knowledge. 

Grading is important in the retail as well as in the wholesale trade. 
Branded goods are sold in standardised packages and the retailer is in 
effect an agent satisfying demands which arise out of extensive adver- 
tising by producers. This reduces the price paid by the consumer as 
the number of inspections and, therefore, the cost of inspection are 
reduced. 

HOW THE MARKETS ARE RELATED 

The simple examples of the production and marketing of the mater- 
ials contained in a cotton dress and of the dress itself will illustrate 
the manner in which the various markets are interrelated. The raw 
cotton is grown in the United States of America, passed through the 
collecting centre at Memphis and transported to, say, Liverpool. The 
spinner in Britain buys the cotton and converts it into yarn; the yarn 
is transferred to a weaving shed and woven into cloth. The material 
produced is then made up into a dress by a manufacturer and sold by 
him to a wholesaler, who in turn sells it to a retailer, from whom it is 
bought by the consumer. At each stage there is a separate market, some of 
the markets being highly organised. 

This intricacy of the marketing process involves a problem which is of 
vital importance to both producer and consumer — the high cost of the 
marketing function. The magnitude of distribution expense creates a 
great difference between the prices received by producers and those 
paid by consumers and unless marketing is performed cheaply and 
efficiently, it fails to fulfil its primary object and is merely a burden to 
the community. 
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MARKETS FOR RAW MATERIALS 

Most of the markets for raw materials — the produce or commodity markets — 
are conducted on the basis of samples and grades. Each of these mar- 
kets is centralised or localised in some important city, though it em- 
braces practically the whole world in the course of its operations. 
There are various reasons why the world’s most important cotton 
exchanges became situated in Liverpool and Manchester, and why 
Mincing Lane became the centre of the world’s markets for rubber, 
tea, coffee, tea and other commodities. Custom, control over raw 
materials, concentration of demand for raw materials, the situation of 
a port or an important trade route and similar influences were im- 
portant factors in this well-marked localisation. 

The commodity markets provide highly developed facilities not 
only for the gathering together of buyers and sellers, but also for 
fixing prices, grading commodities and the publication at frequent 
intervals of market reports containing particulars of prices, quantities 
sold and other information. The prices are published in Market Lists 
and in national newspapers. Reports on the business effected in the 
markets are usually issued daily or at other convenient intervals, the 
operating dealers being themselves responsible directly or indirectly 
for the collation and preparation of valuable information concerning 
crops, raw material production and existing stocks — information which 
does much to steady market operations, to facilitate transactions and 
to minimise the risks of business to traders and producers, who, by 
carefully studying market reports and prices, are able to estimate 
future price movements. 

In most of these markets there is a central exchange at which deal- 
ers meet, but business generally is transacted over the telephone. 

A market does not, therefore, necessarily imply a localised market 
place and it can be defined as “a commodity or group of commodities and 
the buyers and sellers thereof who are in direct contact with one another^’. In 
other words, the term “market” refers to a set of conditions involving 
a commodity and the persons dealing with it. 

CONDITIONS OF A WIDE MARKET 

The conditions which must be fulfilled by a commodity dealt with in 
a wide market may be summarised as follows; 

(a) Extensive demand, i.e., many buyers. The market in wheat is 
wider than that in diamonds because wheat is in greater 
demand. 

{b) Portability of the commodity. Bulky articles of low value, e.g., 
bricks and sand, unless they are of prime necessity, as for in- 
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stance fuel, have local markets because the cost of transporting 
them over long distances is prohibitive. Gold, diamonds and 
silk are easily carried and have world-wide markets. 

(c) Suitability for grading, sampling and exact description, so that the 
bulk can be sold by letter or cable throughout the world, with- 
out the possibility of misunderstanding or doubt. Cotton and 
wheat can be so sold; cattle obviously cannot be bought with- 
out inspection. 

(d) Durability of the commodity. Perishable and fragile articles cannot 
be transported over long distances and are therefore sold in 
local markets. Also the market in perishable commodities is 
limited as to time. In the case of fresh strawberries, for in- 
stance, prices are determined by prevailing supply and 
demand conditions. 

(e) Extensive supply. Only a very restricted market can exist in 
commodities such as antiques, curiosities and works of art, the 
supply of which is limited. 

To sum up: the markets for non-perishable necessaries of life are generally 
world-wide; the markets for other commodities are usually narrow. 

MARKET PRICE 

If perfect conditions are assumed to exist in any market, no buyer 
will pay more for any given article than any other buyer is required 
to pay. And it must follow that, so long as the buyer gets what he 
requires, he is indifferent as to who supplies it. Thus, if the pnce 
asked by one seller is lower than that asked by others, then all the 
buyers will desire to purchase from that seller. In like manner, no 
seller will willingly dispose of an article at a lower price than that 
obtained for the same article by any other seller; if one seller obtains 
a certain price, all others sellers tend to hold out for at least as good a 
price. 

It may be concluded, therefore, that in the same market, at the same 
time, there tends to be only one price for the same commodity. By the same 
commodity is meant one of exactly similar quality and character, any 
unit of which will be used or held indifferently in place of an equal 
unit. 

There can however be spatial differences in price at the same time 
owing to the different transport costs from the points of supply to the 
different selling points. 
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COMMODITY MARKETS 
MARKET ORGANISATION 

The organisation of all commodity markets or exchanges is basically 
the same. In each exchange traders are brought together for the trans- 
action of business and dealings are conducted on carefully defined 
lines so that they may be carried through with a minimum of for- 
mality and trouble. Membership of most exchanges is exclusive; a 
high standard of business integrity is maintained, and the interests of 
the pubUc are adequately protected. 

The committees of the various exchanges do useful work in govern- 
ing the conduct of the markets. Careful attention is paid to the grad- 
ing of the commodities dealt in. In some markets only samples of 
consignments are displayed, whilst in others the whole world’s pro- 
duction of the particular commodity concerned is marketed simply 
by grade. Some commodities lend themselves better than others to 
certain methods of marketing, and the nature of the commodity de- 
termines the procedure of the market. 

Some exchanges have a central hall or mart in or around which 
are the offices of the members. Trading may be carried on in the hall 
but in most cases it is done by dealers and brokers in private offices or 
over the telephone. 

EXCHANGE TRANSACTIONS 

The exchange is the meeting-place of members, who may be dealers 
acting on their own account or brokers buying or selling for the ac- 
count of their principals. Every transaction is embodied in a Contract 
Note, which is exchanged between buyer and seller, but the note is 
not made out when the bargain is made. At the time of dealing, as a 
rule, very little formality is observed. After one or two brief remarks a 
price is agreed, and the essentials of the contract are jotted down in 
a notebook. The contracts are made out later by the clerks of the 
respective dealers and are agreed by comparison. 

In general, transactions may be divided into two broad classes: ( i ) 
those for immediate delivery, and (2) those ior future delivery. 

Dealings in the spot market [i.e., for immediate delivery) are con- 
cerned with existing stocks. Samples of the stocks are examined at the 
warehouses or in the offices of brokers or, perhaps, on the exchange 
itself, and bargains are concluded for immediate delivery of the 
goods. In appropriate instances the goods will be sold by grade with- 
out the production of samples. M^uch of this class of business is con- 
ducted in the private offices of dealers or by telephone. 

Trading \n futures is in crops and commodities not yet available. 
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Clearly, this can only be on the basis of description or recognised 
grades. It is done {a) as a form of speculative investment; and {b) by 
manufacturers anxious to secure their sources of supply in advance to 
ensure uninterrupted production. 


MODE OF sale: AUCTIONS 

The actual mode of sale depends primarily on the nature of the com- 
modity. Generally speaking, it may be stated that the ideal mode ol 
disposing of goods is by dealing on ’Change. But this mode of sale is 
suitable only where the goods can be suitably graded and described, 
for it would obviously be impracticable for a selling broker to per- 
ambulate the exchange with a sample hide seeking a likely buyer, 
and he could not carry round a whole shipment of hides. Some other 
method of sale must be adopted where the goods are unsuitable for 
sale by grade or description, as is the case with such commodities as 
tobacco and wool. In the case of wool, for instance, difficulty has 
been experienced in grading. The problem has been solved by the 
institution of the auction sale where prospective buyers have the op- 
portunity of inspecting and sampHng the goods before they offer to 

The auctions are held at fairly regular dates, coinciding with the 
times supplies of the commodities are available. 

To be suitable for sale by auction, the commodity must be in wide 
demand in order to attract a large number of buyers, and supply 
should be concentrated in a few centres. The commodity need not be 
capable of a high degree of standardisation into grades, although some 
degree of standardisation is desirable. 

The procedure adopted is the same in principle for all commodi- 
ties. Sale catalogues are circulated among possible buyers, and op- 
portunity is provided for the inspection of samples and, in some cases, 
of the actual goods. Terms of sale, deposit requirements and broker- 
age are fixed by each trade association and must be observed if the 
contract is to be recognised by the association. 

Some goods are sold by private bargaining — not by grade or by auc- 
tion — and it will usually be found that such goods are sold in this 
manner either because they are too perishable to be held over for an 
auction or because they have too limited a market to justify the 
arrangement of special sales. It may be noted that even the most 
perishable commodities are frequently sold in local auctions, e.g., fisb, 
fruit and vegetables. 

Clearly, the grading and standardisation of goods are of the 
greatest advantage in determining the mode of sale. Where accurate 
grading is possible, the goods are suitable for exchange dealings, and 
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what is more important, dealings in futures are possible. But it is 
essential in all attempts at grading that the grades shall be sufficiently 
accurate to prevent misunderstanding. 


CLEARING HOUSES 

As a result of the development of dealings in futures, the world’s 
harv'est of wheat or cotton can be sold over and over again, but, 
through the various clearing houses run by the exchanges, purchases 
and sales by members are cancelled out so far as is possible and only 
“differences” are settled. 

Produce clearing houses are of great service to members; their chief 
objects are; 

( 1 ) The elimination of all intermediaries in a series of contracts and 
the bringing together of the first seller and the last buyer. 

(2) The settlement of differences caused by changes in prices. 


GRAIN 

Most of the import business in grain is carried on at the Baltic Mer- 
cantile and Shipping Exchange at St Mary Axe, London, with 
brokers acting as intermediaries between importers and merchants. 
Almost all the business is on the basis of c.i.f. (cost, insurance and 
freight) contracts of grain “to arrive”. Spot transactions, however, 
take place on the Com Exchange in Mark Lane. As a rule, members 
of this exchange are also members of the former, the procedure being 
to contract for cargoes of grain on the Baltic and sell “spot” on the 
Corn Exchange. 

Wheat is graded according to quality, the latter being determined 
largely by the country of origin and by certain other characteristics, 
e.g., hard and soft wheats are distinguished. 

The form of contract on the Baltic Exchange usually includes the 
stipulation that the grain should be affair average quality (f.a.q.) of the 
season’s growth. The grading of wheat to establish this fair average 
quality is determined by the London Cora Trade Association, whose 
representatives obtain samples of all cargoes in the recognised ship- 
ments. Since cargoes vary considerably and contracts are nearly all 
on the basis of fair average quality, it is frequently necessary to adjust 
differences. Thus, an allowance is made to a buyer who has to take 
cargo below standard, but no allowance is made for cargoes above 
standard. 

On the Mark Lane Corn Exchange transactions are mostly for 
spot. The goods, which include beans, cereals, peas and seeds of all 
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kinds, are sampled by cargo superintendents or at the warehouse. 
Samples of the cargoes on board ship or in warehouse are exhibited 
by the members at their stands, and on that basis transactions are 
effected. 

Home-grown grain is sold to a number of exchanges situated in the 
grain-growing areas. 


COTTON 

The principal market for the distribution of cotton to the Lancashire 
mills is the Liverpool Cotton Exchange. There are no auctions in this 
market as in the wool, tea and other produce markets; perhaps its 
most important feature is the large amount of business done in 
futures. 

Cotton lends itself to an elaborate system of grading, according to 
differences in growth and quality. Transactions are carried out in 
terms of the various grades, indicated by reference to the place of 
origin, e.g., North American: Sea Island, Florida Sea Island, Upland, 
Orleans and Texas; Egyptian: Egyptian brown, Egyptian white. 

The cotton is also classified as to quality. 


TEA 

Tea is sold by auction at the Tea Trade Centre, London. Some large 
tea-blending firms import through Manchester, but the bulk of the 
tea imported into England at the instance of the growers or their 
agents or of importing merchants and warehoused pending its sale. 

The actual buying and selling of the tea is transacted almost en- 
tirely between brokers, selling brokers acting for the importers and 
buying brokers acting for most buyers. The auction sales, held three 
times every week, are public, and there is a certain amount of direct 
buying; but apart from the advantage of employing the brokers 
expert skill and experience, many purchasers prefer to remain anony- 
mous. 

The importer of a consignment of tea notifies his broker and com- 
missions him to effect a sale. The broker lists the various lots and 
prepares a catalogue according to grades, weights and trade descrip- 
tions. For this purpose, and also in order to form an estimate of the 
prices he ought to obtain, he gets samples of the tea from the ware- 
houses in which it has been placed. Sampling is a necessary function 
of brokers and of many merchants too; and for this reason the 1 ea 
Brokers’ Association annually grants to brokers and other duly ac- 
credited firms authority to obtain samples. 

^Vhen the selling broker has sampled the teas and estimated their 
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values he prepares his catalogue and sends it to his prospective pur- 
chasers. The catalogue contains full particulars of the packages, de- 
scriptions and weights, and mentions the warehouse where the tea is 
on show where it might be sampled, and the date of auction. As each 
lot is put up for sale, the buyers bid in competition. 

After the sale the selling broker sends his principal a contract note 
stating to whom he has sold the tea and at what prices, and at the 
same time he sends to the buying broker a weight note containing a 
copy of the details on the warehouse warrant, the price at which the 
sale was effected, the total amount payable, the deposit required 
immediately, and the amount remaining to be paid on or before 
“Prompt Day”, generally four months later. When the buyer pays 
the balance of the purchase money he is given the warehouse warrant 
in exchange. 


WOOL 

Wool is another of the commodities which are sold by auction. It is 
marketed through several centres, of which London and Bradford are 
the most important. Since most imported wool is sold at the Wool 
Exchange in London, a description of the marketing process there 
will be suflRcient. 

Special wool warehouses are maintained by the Port of London 
Authority and by private firms, where the importers arrange to have 
their consignments stored. The wools that have arrived in time for 
each series of auctions are entrusted to the constituent firms of the 
London Wool Brokers Ltd. The selling brokers obtain from the im- 
porters “sampling orders”, which enable them to procure from the 
warehouses samples of various bales. These they examine and then 
give instructions to the warehouses for the bales to be graded accord- 
ingly. The brokers then proceed to prepare their catalogues on the 
basis of the samples and arrange the day of the sale. Prior to each 
sale, the bales are on view to buyers at the warehouses. The buyers 
meet in the sale-room and the sales are conducted in eight annual 
series by a small number of firms of wool brokers, who possess a very 
highly specialised knowledge of the commodity and the market. 

A Wool Futures Market, controlled by the London Wool Terminal 
Market Association, gives brokers a chance to buy or sell up to eigh- 
teen months ahead. Trading in futures has declined in recent years as 
the direct result of competition from trade in synthetic fibres. 


DIAMONDS 

Most of the world’s diamonds, which are produced mainly in South 
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and South-West Africa are traded on the London Diamond Market 
at Hatton Garden, around which most dealers’ premises are located. 
Gem diamonds are sold by firms such as the Diamond Trading Com- 
pany, Ltd; industrial diamonds are sold by organisations such as the 
Industrial Diamond Company (Sales) Ltd. The principal buyers re- 
presented on the market are based in Israel, Belgium and the U.S.A. 
Diamond “sights” are conducted ten times every year. Dealers 
submit their requirements and indicate the prices they are prepared 
to pay. The diamonds are made up into parcels and allocated to 
prospective buyers who may accept or reject after inspection at the 
“sights”. The contents of the parcels are afterwards sold to firms 
whose representatives may not be present at the inspection of the 
stones. 

METALS 

The London Metal Exchange is located in Whittington Avenue. Six 
hundred members trade in copper, tin, zinc and lead. Dealings are 
conducted daily. Each metal is traded in turn, usually in multiples of 
25 tons (25-4 tonnes) for lead, zinc and copper and of 5 tons (5-08 
tonnes) for tin. Offers and bids are made by “outcry”, the verbal 
deals being recorded by dealers’ clerks. 

RUBBER 

The London Rubber Exchange operates in Mark Lane and is 
conducted by the London Rubber Trade Association which repres- 
ents producers, brokers and dealers. Dealings may be made verbally 
on the premises of the Exchange, or in brokers’ offices, or by tele- 
phone; contracts must be made through recognised brokers. Con- 
tracts are based on Standard Ribbed Smoked Sheet or Standard 
Malaysian Rubbers; inspection of samples precedes the issue of cer- 
tificates of quality. Dealers make fortnightly settlements of their mar- 
gins, i.e., the difference between settlement and contract prices. 



CHAPTER NINETEEN 

Business Intermediaries and Risk-Bearers 


The specialisation of marketing functions has brought into existence 
a number of business intermediaries whose functions it is to direct the 
flow of goods on their way from producer to consumer. 

These business intermediaries or middlemen, as they are called, have 
estabhshed themselves profitably at various points in the marketing 
process. The wholesaler and the retailer are middlemen and there are 
others who operate between wholesalers and retailers and between 
manufacturers and wholesalers. These are known as agents, factors, 
brokers, dealers, merchants or speculators, and their primary function is to help 
to bridge the gap between buyers and sellers. 

The need for the services of the middleman is often questioned. To 
some he performs no useful function and takes advantage of every 
opportunity to raise prices to the consumer. This is not a true estim- 
ate of the position. The middleman serves a useful purpose; he is the 
signpost which directs the goods to market, an expert specialising in 
marketing, and thus he relieves manufacturers of tasks outside their 
scope. The manufacturer’s business is to produce and the link between 
producer and consumer is the middleman who finds a market for the produ- 
cer, discovers what the consumer wants and satisfies those wants. 
With his expert knowledge of demand and supply the middleman is 
able to direct goods from regions where they are plentiful to regions 
where they are scarce. 


ELIMINATING THE MIDDLEMAN 

In many branches of trade and indust^ the middleman has bem cut 
out as a separate entity and produce is marketed by the most 
route. Not only in the home trade is he being dispensed with; direct 
dealings between manufacturers and foreign buyers are also increas 
ing. The appointment of consuls and trade commissioners in *^0^ 
mercial centres, the facilities provided by the telegr^h, te ep one, 
postage (especially air-mail) and international exhi itions, ena e 
manufacturers to keep in touch with buyers, to supp y irect an 

eliminate the middleman. , . r a 

In the case of perishable goods, direct marketing rom pro u 
consumer especially on a co-operative basis has t e ^ piim- 

considerable time may be saved and expensive storage nrodu- 

inated, while, in the case of specialty goods, markeQng > P 
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ccr’s own representatives may be more efficient than marketing by a 
general merchant. Finally, there is the general effect that there must 
be a direct saving on financing, on records and on bookkeeping when 
fewer changes of title take place and goods are transferred from the 
actual producer or wholesaler direct to the retailer or even to the 
consumer. 

Various methods have been employed to dispense with the middle- 
man, among the most important being the following; 

(1) CARTEL ORGANISATION with Selling agencies. Here producers 
themselves combine to sell their products. 

(2) VERTICAL COMBINATION to securc raw material supplies and/or 
markets for the finished products. Thus Unilever has its own sup- 
plies of vegetable oils, and iron mining concerns and steel and 
engineering firms combine together to secure both raw materials 
and markets. 

(3) DIRECT BUYING of raw materials by manufacturers from raw 
material producers. This is more common than — 

(4) DIRECT SELLING by manufacturers either by the mail-order system 
or by the opening of retail stores, as in the boot and shoe trade. 

(5) consumers’ CO-OPERATIVE SOCIETIES. Here consumers combine to 
buy direct from wholesalers and manufacturers, and in some 
cases may even acquire their own sources of supply. 

(6) farmers’ co-operatives to sell market-garden produce direct to 
retailers. 

(7) retailers’ co-operative buying associations to buy direct from 
manufacturers. 

Quite apart from the positive measures taken to eliminate the 
middleman, there has been a material decline in the number of inde- 
pendent wholesalers as a result of the decreasing importance of small 
shops and the increasing numbers of chain stores and supermarkets 
which find it economical to deal direct with manufacturers and other 
producers. 

Much of the criticism of the middleman is based on the argument 
that it is possible to dispense with his services. Economically, it 
be possible to dispense with a middleman, but his functions remain 
and must still be performed by someone. Manufacturers who sell 
direct to the public through their own shops are combining the func- 
tions of production with those of marketing, and much of their 
success must depend on the manner in which they discharge the 
latter function. Indeed, the problem of the middleman would appear 
to be whether the functions of marketing are best performed by a 
specialist or whether they could better be merged with another func- 
tion. 
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TYPES OF INTERMEDIARIES 


BROKERS 

In die markedng of many commodities the services of a broker are 
employed. A true broker merely negotiates for the sale or purchase of 
goods and neither handles diem not performs any of the ancillary 
services which are discharged by the commission salesman or com- 
mission buyer. In pracdce, however, many so-called brokers actually 
handle the produce which they buy or sell. 

Amongst produce brokers, i.e., those who arrange for the purchase 
and sale of raw materials and commodities, specialisation is carried to 
a very high degree. This is particularly the case in the important 
markets for imported goods such as rubber. Many commodides, e.g., 
wool, are sold by auction, but large quantities of these commodities, 
as also the whole of those commodities which are not imported in 
sufficient quantities to justify sales by auction, are disposed of by 
private sales through the medium of brokers who are in constant 
touch with buyers. 

The usual procedure is for the grower to sell his crop to a shipper 
who notifies his broker that he has a consignment for sale and men- 
tions a price. The broker then negotiates for the sale of the com- 
modity and obtains offers which he submits to the shipper. After 
some bargaining the broker will probably complete a contract for his 
principal and arrange for delivery of the consignment to the pur- 
chaser. 

Clearly, the services of the broker are of great benefit both to 
sellers and to buyers. Besides bringing into relationship buyers and 
sellers who otherwise might never hear of one other, a broker often 
actually arranges to have the goods put in a suitable condition for 
delivery. Brokers maintain extensive organisations for keeping in 
touch with suppliers and with customers, and their advice is fre- 
quently invaluable to the producer who is not himself able to study 
market movements and other problems of importance to his business. 
Moreover, as each broker acts for several firms, he is able to secure 
fair prices for producers; he is in touch with most of the buyers in the 
market and is, therefore, in a much better bargaining position than 
the grower or the shipper. The charges made by the broker for his 
services are comparatively small and are certainly lower than would 
be the cost to the producer of marketing his own produce. 

COMMISSION AGENTS 

This title represents the genus of which commission buyers and com- 
mission salesmen are species. Commission agents exist in every 
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branch of trade and, generally, they have the authority and liabilities 
of a factor, being liable on contracts into which they enter. For in- 
stance, a commission agent who acts on behalf of a foreign importer 
or exporter is liable (in the absence of agreement to the contrary) to 
the person with whom he contracts just as much as if he were con- 
tracting on his own behalf Moreover, when a commission agent con- 
tracts in his own name, without disclosing either the fact that he is an 
agent or the name of his principal, he becomes personally liable on 
the contract; he is then sometimes known as a commission merchant. 


‘del credere’ agents 

An agent of any kind who arranges with his principal that he will 
hold himself personally liable for the default of the customers he intro- 
duces is known as a del credere agent, and he is paid an extra com- 
mission, known as del credere commission, for undertaking this risk in 
addition to carrying out the normal business of an agent. 

RELATIONSHIP OF INTERMEDIARIES 

The relationship of some important types of business intermediaries, 
both to one another and to the business in which they function, may 
be usefully indicated by a brief consideration of the organisation of 
the fresh fruit and vegetable market as it is centralised in London. In 
this connection it may be observed that the place of production is an 
important factor to be considered in deciding how the marketing of 
produce shall be carried out. For instance, fresh fruit and vegetables 
are usually grown in places which are some distance from the con- 
sumer, those growers who are situated near an area of dense popula- 
tion rnay be able to dispense with the services of an intermediary and 
sell direct to the consumer or to the retailer, but other growers, less 
conveniently situated, find it best to market their produce through a 
wholesaler, whilst others again — and these are an important group 
market their produce through commission salesmen. 

The commission salesmen facilitate the marketing of produce in 
bulk. They operate in the whole markets and sell direct to wholesalers 
and retailers or to intermediaries in other markets and towns. In the 
case of fruit and vegetables, their business is facilitated by the whole- 
sale fruit and vegetable market places which exist in most important 
towns, and which function as collecting, distributing and grading 
centres. 

The business of the commission salesmen is to sell their clients 
produce at the best possible price. They are in constant touch with 
market affairs and are in a position to advise growers when and what 
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to sell. The commission salesman is not merely a selling agent, how- 
ever, for, besides finding customers for his principals, he may also 
provide baskets or crates for packing and may pay various charges, 
including freight, which are incurred in marketing the goods. He 
carries out all sales in his own name and accounts to the grower for 
the proceeds, at the same time accepting responsibility for the sol- 
vency and good faith of his purchasers and thus bearing the risk of 
bad debts. For his remuneration the commission salesman deducts 
from the proceeds of his sales his agreed commissions and expenses. 

The commission buyer performs functions for the buyer similar to 
those which the commission salesman performs for the producer. In 
some instances, the commission buyer makes his purchases direct 
from the grower. He also performs many of the services carried out 
by the commission salesman, such as paying expenses, arranging for 
carriage and dehvery, and dividing produce into convenient lots. In 
consideration for his work he receives an agreed commission. 

It is now possible to consider the process of marketing fresh fruit 
and vegetables in and around London. The grower makes use of the 
services of the London commission salesman who sells to the London 
wholesale merchant; the latter sells the produce to the provincial 
commission buyer who purchases the goods on behalf of the provin- 
cial wholesale distributor. The produce passes from the latter to the 
retailer by whom it is finally marketed to the public. It is not surpris- 
ing, therefore, that the difference between the price obtained by the 
grower and that paid by the consumer is high; for besides the profits 
which each of these intermediaries expects, there have also to be paid 
the heavy porterage and freight expenses necessitated by the frequent 
handing and transportation of the goods. On the other hand, it must 
be remembered that, had the growers to attend to all the details of 
marketing and to bear all the expenses incurred and trouble in- 
volved, the ultimate price to the consumer might be even higher. 

Anyone who undertakes the management and direction of a busi- 
ness of necessity assumes certain risks, and his skill or lack of skill in 
evading these risks is indicated by the balance on his profit and loss 
account. The actual nature and extent of the risks necessarily vary 
according to the type of business; some businesses are by their nature 
more speculative than others. 


SPECULATION 


Speculation is a term of varied interpretation and of wide significance, 
in fact, anyone who produces in anticipation of demand may be said 
to be a speculator, but the primar)' application of the term is o i . 
class of business operation which is undertaken m the expectation of 
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making a profit from price movements. The fundamental principle involved 
is the purchase or sale of a commodity now with the object of a sale or purchase 
at a profit at some future time. 

Speculation is of two distinct types: 

1. SPECULATION PROPER, e.g., the operations of a dealer in produce, 
who speculates on the probabihty of a rise or fall in the price of 
a commodity. If, for example, rubber crop prospects are good, a 
dealer may sell for future delivery a quantity of rubber he does not 
actually possess, in the anticipation of a future fall in prices; if 
prospects are poor, he buys in anticipation of a future scarcity and 
high prices. 

2. ILLEGITIMATE SPECULATION, or gambling, consisting mainly of ope- 
rations undertaken blindly and ignorantly by uninformed speculators 
with the idea of reaping large profits. It may also signify deliberate 
manipulation of the market. The risk of loss is considerable, and 
frequently the whole of the capital invested may disappear. Specula- 
tion of this kind is harmful to the community in general, for private 
investors are frequently victimised by the violent price fluctuations so 
engineered. While legitimate speculation tends to smooth out fluctu- 
ations in prices, gambling serves only to accentuate them. 

“Bulling” {i.e., buying for a rise) and “Bearing’ {i.e., selling for a 
fall) are perfectly legitimate when undertaken in anticipation of a 
natural movement in prices, but not when undertaken with the object 
of producing an artificial level of prices. 

Such highly organised markets as the stock exchange and the pro- 
duce markets are particularly suited for such operations, for in them 
there is that element of uncertainty, both as to the supply of and the 
demand for the commodity, that gives operators an opportunity of 
making speculative profits, and enables them, by bringing into play 
powers of foresight and anticipation, to earn a reward for their busi- 
ness ability in estimating the tendency of prices. 

Speculation smooths out the flow of produce and enables supply 
and demand to be kept more or less steady without violent price 
changes. It tends to increase the supply of things when they are likely 
to be most wanted and to check supply when demand is least urgent 
and it is therefore of great serv'ice in aiding the adjustment of supply 
and demand by discounting in advance the effect of any otherwise 
awkward and dismrbing change. 

It is sometimes said that speculation invariably increases fluctu- 
ations in prices. While it is true that in a highly organised market 
ever)' item of news, good or bad, will affect prices and therefore make 
changes more frequent, the effect of speculation is to reduce the amp- 
litude of these fluctuations and to spread the changes over longer per- 
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iods. Short-term changes cannot, of course, be avoided, for these are 
inevitable features of an organised market. 

On the other hand, speculation can be attended by certain undes- 
irable effects. Since speculators make their profits out of price chan- 
ges it is obvious that there are times when it pays them to manipulate 
prices themselves. Such manipulation may be effected either by 
direct dealing or by indirectly influencing other persons. 

An outstanding form of market manipulation is the “comer”, 
whereby the bull operator endeavours to force prices up. A “corner” 
really involves the acquisition of control of the whole supply, but this 
is nowadays almost impossible in respect of any of the common com- 
modities, and the term is used to mean control of the supply of a 
commodity available at any particular date. A successful comer is 
extremely difficult to arrange, for the rise in prices which follows 
heavy buying tends to attract supplies that would normally be mar- 
keted later. As a general rule, therefore, a comer will be successful 
only if the views of the operator are more correct than those of the 
market as a whole. 

ARBITRAGE OPERATIONS 

An operator in this type of business takes his profits from known price 
differences existing in different places at the same time. He must be 
distinguished from the more common type of speculator proper 
whose profits (or losses) are derived from anticipated price movements 
over a period of time. 

Usually it is necessary for arbitrage operators, or arbitrageurs, as 
they are called, to operate in conjunction with agents or market op- 
erators in foreign centres. They keep in close touch with one another, 
and at frequent intervals remit information concerning ruling prices 
of either goods, securities or foreign exchange — according to what hap- 
pens to be their specialty; it is necessary, then, for each to convert the 
prices quoted in foreign currency into terms of his own currency. The 
method of dealing is based on the simple principles of buying where 
prices are lowest, and selling where they are highest. 

It is obvious that any price difference that may exist between two 
centres foreign to each other is composed partly of a difference in 
commodity prices and partly of a difference in foreign exchange 
rates. Still more obvious is it that the possibility of profit in arbitrage 
dealings will be greater when prices fluctuate than when they are 
stable; but under those conditions, deals must be carried out with 
great rapidity [i.e., by cable or telephone), otherwise an unfavourable 
fluctuation may turn a profit into a loss. 



254 


Commerce: Its Theory and Practice 


THE ELIMINATION OF RISK 

Although some element of risk or of speculation is associated with 
every class of business, means do exist whereby the trader can protect 
himself against the various risks to which his business is subject. 
Of these, the most important and obvious method is insurance. This 
is dealt with comprehensively in later chapters, but here it may 
be observed that the risk of loss through fire or burglary may be 
transferred to insurance companies. The risk of breach of contract 
may also, in some cases, be insured against. The system of hire 
purchase and of instalment selling introduced a new form of credit 
risk, but even in this sphere there has arisen a type of business house 
which finances consumer credit and is willing to take part of the 
risks. 

The risks of bad debts, again, are inseparable from any business 
which grants credit to its customers, but these also may be largely 
avoided if effective use is made of the services of Credit Inquiry Agencies, 
which not only supply information concerning the financial position 
of various traders, but also undertake the recovery of debts. Even 
greater security against losses by bad debts may be obtained by 
means of insurance with a credit insurance company, the effect of which 
is to change the risk of bad debts, unpredictable in total, for a regular 
cost in the form of a premium. The most common type of credit 
insurance is the whole turnover policy, where the trader insures all his 
customers’ accounts, the premium rate being determined by the in- 
surance company after considering the nature of the trader’s business, 
the standing of his more important customers, the length of credit he 
allows and his past bad debts experience. Alternatively the trader 
may insure selected classes of business or even specific accounts but as 
there is then selection against the insurance company the rates will 
be higher. In the export trade the Exports Credits Guarantee De- 
partment of the Department of Trade provides similar facilities (see 
page 404). 

In both home and foreign trade, traders can also cover the credit 
risk by contracting with a credit factoring company. These companies are 
usually financed by merchant bankers, so that they have large re- 
sources and an extensive credit information service. The company 
undertakes to pay the amounts of all invoices in full on their due 
dates, less a commission, if the trader refers to it for credit approval 
all inquiries from new customers and all orders, and when invoicing 
requires payment to be made to it. The trader is thus relieved of the 
credit risk, of all sales accounting and debt collecting work, and can 
concentrate on expanding his sales. 



Business Intermediaries and Risk-Bearers 


255 


SPECULATION AND RISK-BEARING 

Whilst it is true that speculation and risk-taking are so identified that 
the terms are used interchangeably, it must not be imagined that 
legitimate speculadon creates risks — really the essential features of gamb- 
ling. On the contrary, it transfers existing risks to the shoulders most 
capable of bearing them. The business of producing goods in advance 
of demand, from the very nature of the circumstances, inevitably 
involves heavy risks, which must be borne by someone. The system of 
market speculation enables a trader to transfer the price risk to a 
specialist market dealer. 

Because of his capacity for making trade forecasts from trade re- 
ports and other economic signs, the successful market speculator is 
able to undertake apparently enormous risks and deal with them 
efficiently. 

FUTURES 

The rise of market speculators has resulted in the development of the 
“futures” system. Besides being bought and sold for immediate de- 
livery, goods are dealt in for delivery in the future, in which case no 
money is paid and no goods are delivered until the date for the completion 
of the contract. The fact that a dealer has undertaken to deliver in the 
future a certain quantity of a commodity at a certain price does not 
mean that he has the goods in his possession; indeed, as a rule he has 
not the goods and, what is more, he has no intention of ever hand- 
ling them. He merely attempts to forecast the future trend of prices, 
and undertakes delivery on terms which his forecast suggests will be 
advantageous. In other words, he guarantees to the buyer to provide 
him with a given quantity of a commodity in the future at a certain 
price and thus relieves him of the risks of market fluctuations. The 
advantages to the buyer are obvious. If he is a manufacturer he 
knows immediately how much his future supplies of raw material will 
cost him, and, as he can estimate his other costs with comparative 
ease, he is able to fix at once his selling prices and enter into long- 
term contracts with greater safety. In effect however settlement is 
usually made by the payment of differences between the price agreed 
in the futures contract and the spot price at the date of maturity. 

The dealer or speculator who has sold or bought for future delivery 
rarely undertakes the whole risk himself, for this would amount to 
basing all his dealings upon a single forecast. He has to make allow- 
ance for many factors which cannot be exactly assessed, and he 
attempts to cover himself as far as possible against miscalculation. 
Dealings take place between market operators themselves and, by 
this means, risks are transferred from dealer to dealer until they are 
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fairly evenly spread over the whole market. Having effected a eon- 
tract in futures, a dealer will usually lessen his risks by entering into a 
fresh contract with another dealer for part of the original contract. In 
all probability the second dealer will pass on some of the risk which 
he has assumed and so on. In this way the losses and profits of specu- 
lation arc spread over the market. 

HEDGING 

Speculation in the great organised produce markets has made pos- 
sible the development of a special form of risk transference known as 
hedging. 

As an example we consider the case of a Canadian flour manufac- 
turer, who buys grain at the current price as raw material for his 
mill. If the price of grain falls before his flour is marketed he may 
have to sell the flour at a reduced price, since the price of flour usually 
falls in sympathy with the price of grain. In order to cover this risk, 
therefore, the flour manufacturer “hedges” his purchase of spot grain 
{i.e., grain for immediate delivery) by making another contract to sell 
grain in the future', in other words he effects a forward sale. If, as he 
feared, the price of grain falls before his flour is ready for the market, 
he will lose on his product, because he will have paid more than subse- 
quent prices warrant, but he makes a profit on his future contract, for 
when the time comes for completion of the contract by delivery he is 
able to buy spot grain at a price lower than that which he receives 
for his forward sale. Thus he is able to set off the gain on his future 
contract against the loss on his flour transaction. 

The effect of a “hedge” is to ensure to the trader his normal trad- 
ing profit and to eliminate any speculative profit or loss due to price 
changes. Hedging is commonly resorted to in circumstances such as 
the following: 

( 1 ) An importer who buys goods to arrive, say, two months after the 
date of purchase, hedges by selling a future in such goods for de- 
livery in two months; i.e., he protects himself against a fall in the 
price of such goods. If, when he comes to sell his goods, the price 
has fallen, he makes a loss; but this is offset by the profit on his 
futures transaction. 

(2) A manufacturer who has orders for future delivery hedges by 
buying a future in the raw material, i.e., he protects himself against a 
rise in the price of his raw material. If, when he comes to pur- 
chase his raw material for manufacture, the price has risen, he 
makes a loss on his manufacturing contract, but that loss is oflset 
by this profit on the futures deal. 

(3) In some trades the price of the finished product and the price of 
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the raw material move in unison, e.g., in the case of flour millin g 
In such a trade a manufacturer who is making for stock can 
hedge by selling a future in his raw material. If, when he markets the 
finished product, prices have fallen, he loses on his manufactur- 
ing transactions, but this loss is offset by the profit on his futures 
deal. 

Dealings in futures are usually restricted to one or two ideal grades 
of the commodity, and thus it is comparatively rare for actual de- 
Uvery to take place. For example, in (2) above, a manufacturer may 
require, say, No 3 grade, whilst all future dealings are in No i grade. 
Clearly a delivery of No i grade would be useless to him, but as there 
are no dealings in the required grade, the manufacturer, if he is to 
hedge at all, must buy a future of No i grade. This is an important 
reason why the vast majority of future deals are settled by payment of 
“differences”: the market in futures is really only a system of insur- 
ance against price changes. The customary practice is for the party 
who stands to lose on the contract to pay the difference between the 
agreed future price and the spot price ruling at the date for fulfilment 
of the contract. In the above illustration, therefore, it would not have 
been necessary for the miller to go to the trouble of buying “spot” 
grain wherewith to effect delivery on his forward sales; instead, he 
would have been paid the difference by the dealer with whom he 
made the forward contract. Had there been no movement in the 
price of “spot” grain the miller would have made his customary 
profit on his flour and no differences would have been paid or re- 
ceived on the future contract. Finally, if the price of “spot” grain had 
risen, the miller would have been obliged either to buy grain at the 
enhanced price to complete his “future” contract, or, more probably, 
to pay the difference to the market operator. What he lost on his 
future contract, however, he would recover out of the higher price at 
which he could sell his flour. 
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CHAPTER TWENTY 

Insurance — i: Basic Principles and Marine Insurance 


Insurance is an essential safeguard for the businessman against the 
risks of loss inherent in the workings of the market economy, in which 
production generally takes place in anticipation of demand. It was 
described by Lord Mansfield as “a contract on speculation”. Essen- 
tially it is based on a contract, a policy of insurance, between the 
insured or assured person and the persons who insure, who are 
known as the insurers. The insurers undertake, for a consideration 
(the premium), to reimburse the insured in the event of certain acci- 
dental occurrences during a stated period of time resulting in econ- 
omic loss. 

The word “insurance” at one time was synonymous with “assur- 
ance” but now a fine distinction is drawn between the two words. 
“Assurance” is applied to those contracts which guarantee the pay- 
ment of a certain sum on the happening of a specified event which is 
bound to happen sooner or later, e.g., death. Most life policies come 
under this heading. “Insurance” contemplates the granting of agreed 
compensatory payments or benefits on the happening of certain 
events stipulated in the contract, events which are not expected but 
which may happen. It is, therefore, a contract of indemnity against a 
contingency, such as is contained, for example, in a comprehensive 
motor-car policy granting protection, inter alia, against possible acci- 
dents and legal liability arising therefrom. 

BASIC INSURANCE PRINCIPLES 


GOOD FAITH 

Insurance contracts, unlike most other contracts in which the parties 
are merely required to abstain from positive deceit, are characterised 
by the need for the utmost good faith {uberrima Jides) by all parties 
throughout the contracting period, and the doctrine of caveat emplor 
(let the buyer beware) does not apply. “Good faith forbids either 
party, by concealing what he privately knows, to draw the other into 
a bargain from his ignorance of that fact and his believing the con- 
trary”; Lord Mansfield. 

The insured must not only tell the truth in all statements made by 
him to the insurers, but must also disclose everything material that is, or 
ought to be, known to him. A fact is material if it would influence 



Insurance — I 


259 


prudent insurers in accepting or declining the risk or in fixing the 
conditions of insurance or rate of premium. 

The duty of good faith applies equally to the insurers, who are 
bound to place at the disposal of the proposer all material facts they 
possess concerning the risk. 

Breach of good faith renders the contract voidable ab initio at the 
option of the aggrieved party. As a consequence the insurer may 
repudiate the insurance contract without return of premiums. 


INSURABLE INTEREST 

Insurance has often been regarded as a wager, and, indeed, the con- 
tract of insurance was at one dme often used for gambling, e.g., on 
the expectation of human life, or on the risk of loss by maritime 
perils. It might be difficult, in fact, to draw the line in insurance 
between a contract which is a legitimate transaction and one which is 
by way of gaming, but the acid test is what is known as insurable 
interest. An insurance contract effected for the benefit of a person who 
has no insurable interest in the subject-matter insured (or, in marine 
insurance, a bona fide expectation of acquiring such interest) is un- 
enforceable at law. 

Insurable interest exists only if the following conditions are fulfil- 
led: 

{a) There must be some person, object or chose in action on which 
the insured peril can operate, or some potential liability which 
the insured peril may cause to come into force. 

{b) This person, object, or chose in action or potential liability 
must be the subject-matter of the insurance. 

(c) The insured must bear some relation thereto, recognised by 
law or in equity, in consequence of which he stands to benefit 
by the safety of the property or chose in action, or by the 
absence of liability, and be prejudiced by the loss of the 
property or chose in action, or the existence of liability. 

The time at which insurable interest must exist varies according to 
the particular class of business, as follows: 

{a) FIRE AND ACCIDENT INSURANCES. Continuously from the time 
when the policy attaches until the time when the loss occurs. 

(b) LIFE. When the policy is taken out, but not necessarily when 
the claim is made. 

(c) MARINE. At the time of the loss only, prowded that there was a 
bona fide expectation of acquiring an insurable interest when 
the policy was effected. 
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A person who takes an assignment of a life policy, however, need 
not, at any time, have any interest in the life assured apart from the 
consideration for which he took the assignment. 


INDEMNITY 

With the exceptions of life and personal accident business, all classes 
of insurance are based upon the principle of indemnity. If this prin- 
ciple did not apply, insurance would become a mere gamble upon 
the happening of an event, the occurrence of which would benefit the 
insured, and over-insurance would be the rule rather than the excep- 
don. Indemnity makes good the insured’s actual loss up to the limit 
of the amount covered by the policy. 

SUBROGATION AND ABANDONMENT 

Subrogation is the right which one person has to stand in the place of 
another and avail himself of all the rights and remedies of that 
other. 

To ensure the equitable operation of the principle of indemnity, 
subrogation precludes the insured from being indemnified from two 
sources in respect of the same loss. In cases of double or over-insur- 
ance, the insured is not permitted to obtain more than legitimate 
indemnity, neither is it permissible for him both to claim under a 
policy of insurance and also to retain any damages recovered from 
third parties. 

Insurers are entitled at Common Law to be subrogated, to the 
extent of the loss paid, to all rights which exist against third parties in 
respect of the loss, and may require the insured to enforce such rights, 
in his own name, but at the insurers’ expense. Fire and accident 
policies usually contain a condition, modifying the Common Law, to 
the effect that the insured may be required to institute the action 
before payment of the loss. If the amount recovered in such an action 
exceeds the amount payable by the insurers, the insured may be 
called upon to pay his proportion of the legal costs incurred. Marine 
policies, however, contains no such condition, and the loss must be 
paid before subrogation can be enforced. It is usual for insurers to 
require the assured to sign “letters of subrogation” agreeing to take 
proceedings, if required, on behalf of the insurers but in the name of 
the assured. 

Subrogation does not apply to insurances other than contracts of 
indemnity and does not involve a transfer of ownership of the subject- 
matter to the insurers. If, however, the insured abandoru the subject- 
matter and the insurers accept it — they are not bound to do so — they 
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become the owners, and, after settling the insured’s claim for a total 
loss, they may repair and dispose of the subject-matter for as much as 
possible, irrespecdve of the amount of their payment to the insured. 


CONTRIBUTION 

The contribution clause is common to fire insurance and applies in 
some classes of accident insurance. (It is a statutory requirement in 
marine insurance.) It limits the amount claimable from individual 
insurers so that the amount payable by each insurer is governed, not 
by the sum insured by him, but by his rateable proportion of the loss. 
Were it not for this clause, an insured could recover from any indivi- 
dual insurer the full amounts of his loss (up to the sum insured by the 
policy), but the principle of contribution would apply, so that an 
insurer who had paid more than his fair proportion of a loss could 
enforce contribution afterwards from the other insurers. 

When an insured recovers a sum greater than his prescribed 
indemnity, he holds the surplus in trust for the benefit of the insurers 
in proportion to their rights of contribution. 

Contribution does not apply to life assurance or personal accident 
insurance, but it is observed in the marine branch, although here the 
contribution clause itself is unknown, and, where there is over-insur- 
ance or double insurance, the assured may claim on his insurers in 
whatever order he pleases, any insurer paying more than his due 
proportion being entitled to enforce contribution from his co-insu- 
rers. 

ARBITRATION 

Most fire and accident insurance policies contain a clause providing 
that differences arising under them as to the amount payable, li- 
ability having been admitted by the insurers, shall be referred to 
arbitration. Differences as to liability, or as to liability and amount, 
fall to be decided by court action. 


UNINSURABLE RISKS 

Insurance covers a very large number of risks attendant on business, 
but there are some types of risk that cannot be insured against. Risks 
of this nature include, for example, risks the direct result of which 
cannot be quantified, e.g., those arising from a sudden change in 
fashion, those arising from price changes or an intensification of 
market competitive conditions. 
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TYPES OF INSURANCE 


Four principal types of insurance are outlined below and in the fol- 
lowing chapter: 


[a) Marine Insurance; 

[b) Fire Insurance; 

(r) Accident Insurance; 
[d) Life Assurance. 


MARINE INSURANCE 

The law relating to marine insurance was codified under the Marine 
Insurance Act 1906. Marine insurance is embodied in contracts where- 
by the insurer (known also as the “underwriter”) undertakes to 
indemnify the insured on agreed terms against losses incidental to 
marine adventure, e.g., as wherever ships are exposed to perils con- 
sequent on, or incidental to, navigation of the sea. 

Lloyd’s 

The objects of Lloyd’s — the world’s supreme marine insurance organis- 
ation — are the transaction of insurance business by the members, the 
advancement and protection of the members’ interests, and the col- 
lection and publication of information of use to members and others. 
At Lloyd’s are kept books which are posted to date with particulars 
as to sailings, positions, arrivals and casualties of all vessels, a special 
service having been organised all over the world for the communica- 
tion of relevant information to headquarters. Lloyd’s Agents are esta- 
blished at almost every port in the world, and their duties include the 
reporting of casualties to Lloyd’s and the appointing of surveyors to 
inspect damage to ships and cargo. 

All underwriting business at Lloyd’s has to be transacted through 
the medium of a broker, who is the agent of the assured, although his 
brokerage is deducted from the premium received by the insurer. 
The Corporation itself neither issues policies nor assumes liability 
thereunder, all business being transacted by the individual mem- 
bers. 

The general practice is for several members in association, but not 
in partnership, to carry on their business through an authorised 
underwriting agent, who acts for the whole group or syndicate. The 
actual “underwriting” is done when each underwriter’s name is sub- 
scribed at the foot of the policy against the amount for which he 
accepts liability, and each member of the group is liable only for the 
amount which he has so undenvritten. 
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marine insurance companies 

The association of Lloyd’s is comprised of a group of private indivi- 
duals, each of whom risks his own personal capital when he under- 
writes a policy. But in addition to these there are a number of joint- 
stock undertakings which either specialise in marine insurance, or 
carry it on in conjunction with other classes of insurance. 

The marine insurance companies sometimes negotiate for business 
direct with the public, but the bulk of their operations is conducted 
through the medium of agents whom they appoint with general or 
limited powers to bind them on risks, and who are usually provided 
with a flexible schedule of rates of premiums and limits of sums in- 
sured applicable to the different classes of business transacted. The 
companies also have claims settling agents at the principal ports. 

The marine insurance companies and Lloyd’s work together in 
harmony; in fact, the former subscribe to the latter so that they may 
benefit from the great intelligence organisation of that institution. 

formation of the contract 

The method adopted in effecting a contract of marine insurance dif- 
fers from that employed in the other branches of the business, where, 
except perhaps in the case of fire insurance, a proposal form must be 
completed. Marine business is almost invariably placed through a 
broker, who, on receipt of instructions from his principal, makes out 
an abbreviated memorandum of the risk, which is termed an original 
slip. 

The broker takes the original slip and “offers” it for subscription to 
an underwriter at Lloyd’s or to a “company” underwriter. If the 
underwriter thinks the risk is acceptable, he quotes a rate per cent, 
and, if this is accepted, the underwriter “writes his line on the slip”, 
i.e., the amount he is prepared to underwrite, initials this figure, and 
dates it. Where large amounts are concerned, the broker will have to 
take the slip to several underwriters to secure subscriptions to the full 
value indicated. 

In due course, an insurance contract as evidenced by an original 
slip must be finalised. The broker awaits receipt of closing instruc- 
tions from the assured, for it may happen that these may not coincide 
exactly with the particulars contained in the original slip, r.g., part of 
the consignment may have been short-shipped . At one time, in 
the case of insurances placed with companies, it was the broker’s 
duty to prepare on the instructions of his client a closing slip— known 
also as a “forward” or “definite” slip— on a form supplied by the com- 
pany concerned. Nowadays, in the London market, although such 
closing slips are still in use, the majority of risks are expressed in 
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“combined companies’ policy forms” issued under the sanction of the 
Institute of London Underwriters. 

A “closing slip” when used would set out at greater length than 
the original slip the details of the insurance, together with the name 
in which the policy was to be made out. Attached thereto would be 
copies of the clauses to be embodied in the policy. From these par- 
ticulars the policy would be made out in the office of the company 
from the particulars given — of course, after checking these with the 
relative entry in the “risks book” in which details of insurances writ- 
ten are entered at the time of acceptance by the underwriter or his 
deputy. The broker would in due course collect the policy, which he 
is entitled to retain in his possession (brokers’ lien) until receipt by 
him of the premium from the assured. 

In the case of policies to be presented for execution to a Policy 
Signing Office — Lloyd’s or Companies’ — no closing slips are used; 
in these cases the broker has the policies prepared in his own office, 
presenting them together with the relevant original slips to the ap- 
propriate Signing Office for execution. 

OPEN COVERS 

The method described above is generally followed in respect of hull 
and freight insurances, but in the modern practice of cargo insurance 
the use of original slips in the insurance of individual cargo shipments 
has been almost entirely superseded by the system of open covers. Open 
covers are contracts binding the insurers — and for that matter the assu- 
red also — in honour only. They are current for a period of time, usually 
twelve months. In the first instance, an open cover is negotiated by 
means of an original slip. Under such an agreement the assured is in 
honour committed to declare and the insurers to accept declaration 
of all shipments falling within the terms of the cover. From time to 
time, individual policies will be issued covering the various declara- 
tions; or “floating policies” may be issued as required against which 
shipments will be declared until such policies are exhausted, when 
they will be replaced within the terms of the cover by others. In such 
circumstances, the assured will be issued with a book of certificates of 
insurance in approved form, in which certificates will be incorporated 
the terms and conditions applicable to the various insurances. Separate 
forms of certificate are used where claims are to be payable abroad. 

In an open cover it is usual to incorporate a schedule of rates of 
premium applicable to particular goods and voyages, but shipments 
for which no rate has been specified are usually “held covered , 
which implies that they will be accepted at rates “to be agreed”, t.e., 
current market rates for the risks involved. 
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Contracts of this nature permit declarations to be made up to a 
fixed amount by any one steamer, “approved or held covered”, re- 
gardless of previous declarations, but are usually subject to a cancel- 
lation clause, the period of notice being shorter for war and strikes 
risks than for marine perils. In open covers it is desirable to include a 
basis of valuation clause so that in the event of loss or arrival of a 
shipment before declaration no question can arise as to its insured 
value. 

Sometimes, but not often, an open cover may be arranged for an 
agreed amount (say 100,000), which is automatically reduced as 
shipments go forward. Such “covers” are commonly called “open 
slips” and contain no cancellation claus’e except in respect of war and 
strikes risks. 

Permanent Open Covers nowadays are rarely negotiated, but were at 
one time not uncommon. Under such an agreement, no time limit 
would apply, but a cancellation clause would necessarily be inclu- 
ded. 

THE POLICY OF MARINE INSURANCE 

A policy of marine insurance is an essential document in all overseas 
trading transactions. Briefly, it covers the usual perils of the seas, and 
also other risks, e.g., fire and “thieves”. Losses, of which the proximate 
(i.e., dominant or effective) cause is not a peril insured against, are 
not covered, and some of the perils which are not covered by the 
ordinary policy are specially mentioned in the Marine Insurance Act 
1906, e.g., ordinary wear and tear, petty theft and pilferage, loss proxi- 
mately caused by rats and vermin, inherent vice or nature of the 
subject-matter insured. 

The Marine Insurance Act 1906, provides that a policy on ship or 
goods is free of any claim arising from delay, even if the delay is 
proximately caused by a peril insured against, but this provision does 
not extend to freight (which does not include passage money) . There- 
fore, the “time penalty Clause” has been introduced to protect un- 
derwriters from claims for loss of freight should a vessel, through 
delay, be unable to arrive at her destination at the date specified in 
her charter and thus, by the operation of a cancelling clause, lose her 
freight. 

Marine insurance policies may be valued or unvalued. In the former 
class — which is almost universal — an agreed valuation is placed on the 
subject-matter of the insurance and is inserted in the policy. In the 
absence of fraud, such valuation is conclusive as between insurer and 
assured. In unvalued policies the value is not stated in the policy, but 
is subsequently ascertained in accordance with the provisions of the 
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Marine Insurance Act 1906. In addition to the agreed valuation or 

tlie value as subsequently ascertained, there is also, of course, a sum 

insured, which is the limit of underwriters’ liability. 

TYPES OF MARINE INSURANCE POLICIES 

The principal types of marine insurance policies are as follows: 

(1) VOYAGE POLICIES, by which the subject-matter is insured for a 
specified voyage, e.g., London to Rangoon. 

(2) TIME POLICIES, under which the insurance is effected for a speci- 
fied period of time, not exceeding twelve months, e.g., from noon, 
17th July, 1978, to noon, 17th July, 1979. Policies of this nature 
are used chiefly in connection with the insurance of ships, though 
voyage policies are also sometimes used for this class of business. 

(3) CONSTRUCTION or BUILDERS’ RISKS POLICIES, which are issued 
usually for a period exceeding twelve months, to cover the risk of 
damage to vessels during the period of construction, during trials 
and until delivery to the owners. 

(4) PORT RISK POLICIES, which cover a vessel whilst in port for a 
stated period of time. 

(5) FLEET POLICIES, by which several vessels belonging to one owner 
are insured under the same policy. 

(6) COMPOSITE or COMBINED POLICIES, which are subscribed by more 
than one insurance company on the one policy. (The liability of 
the various companies, however, is quite distinct.) 

(7) MIXED POLICIES, which cover the risk for both a specified voyage 
and for a period of time. (A voyage policy may be extended to 
cover a period of time not exceeding thirty days after arrival 
without becoming a mixed policy.) 

(8) FLOATING, OPEN or DECLARATION POLICIES, which are generally 
used by merchants or shippers who regularly despatch or receive 
goods. Thus, an importer of coffee from Java might arrange a 
“floating” policy against which declarations would be made as 
advice of shipments was received from the exporter. Similarly, 
professional exporters specialising in, say, the Eastern market 
might make declarations in respect of individual shipments 
against a floating policy. They are also useful for short voyages, 
where the merchant’s goods may be at risk without his know- 
ledge. 

Forms known as “declaration” forms are supplied to the as- 
sured on which to fill in particulars of each shipment. As declara- 
tions are made, the sum insured is reduced by the amount of 
each shipment. All shipments must, of course, be declared, 
though bona fide omissions do not invalidate the policy. Most 
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“open” policies contain a “sailing warranty” [e.g., “Warranted 
sailing on or before . . .”), which can be extended from time to 
time to give tlie insurers the opportunity, should they desire, of 
cancelling the policy at the expiry of the warranty. Except in so 
far as they may be governed by a sailing warranty, open policies 
are not issued for a period of time: they expire when the sum 
insured has been exhausted by declaration, unless, of course, the 
insurers have meanwhile declined to extend the sailing war- 
ranty. 

CERTIFICATES OF INSURANCE 

Certificates of insurance giving details of the shipments are issued 
(usually to the exporter in book form) in connection with declara- 
tions under floating policies. When goods are exported, such certifi- 
cates are frequently included with the unstamped shipping docu- 
ments as evidence of insurance. But certificates cannot be enforced in 
themselves, although they can be sued upon in conjunction with the 
stamped floating policy. Banks are usually prepared to accept such 
certificates as evidence of insurance, provided that the floating policy 
is available for their inspection. 

“honour” POLICIES 

The Marine Insurance Act 1906, provides that policies effected by per- 
sons who possess neither an insurable interest nor any bona fide 
expectation of acquiring one are void, but policies are daily written 
to cover insurable interests not eiisily definable and, being void at 
law, are treated most scrupulously by insurers. They are, therefore, 
termed “honour” policies, or “P.P.I.” (policy proof of interest) poli- 
cies. Such policies are a commercial necessity and are issued in cases 
where the assured has a genuine interest of an indefinable character; 
they are issued in connection with “increased value” insurances on 
commodities such as grain, cotton and sugar, which often change 
hands several times during one voyage and the value of which fluc- 
tuates considerably. In such cases, a claimant is not required to prove 
his interest, production of the policy being sufficient. 

FEATURES OF ALL POLICIES 

Lloyd’s policies are issued on standard forms, i.e., based on that in 
the First Schedule to the Marine Insurance Act 1906, and these may be 
adapted for marine insurances of any kind — hull, freight and goods. If 
the terms are not exactly suited to the particular business, new clau- 
ses can be written or stamped on the policy, or attached to it by 
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means of gummed slips. Most companies, however, use policies which 
are similar to Lloyd’s marine policy, but differ in the wording and in 
certain other minor respects. Separate forms are used for hull and 
cargo insurances respectively, but contain no major differences. The 
underwriters named in a Lloyd’s policy are liable for the proportions 
of a I0.SS set against their names, as also are marine insurance com- 
panies that cover a risk on a “Combined Companies’ Policy Form”. 
A single company issuing a policy is, of course, alone liable. 

Although the form of policy varies according to circumstances, the 
Marine Insurance Act 1906, as amended subsequently, requires only the 
names of the assured or his agent to be embodied in policies, and the 
subject-matter to be designated with reasonable certainty. (This per- 
mits of stamped open covers and stamped certificates of insurance 
being enforceable as valid policies.) 

The vessel’s name is inserted when requisite. The vessel may not be 
changed without the consent of the underwriter, but in practice it is 
usual to add after a vessel’s name the phrase “and/or vessel” so that 
the assured may remain covered in case of change. Should the substi- 
tution of one vessel for another cause the risk to be materially altered, 
the underwriter may require an additional premium. When the hap- 
pening of an event insured against necessitates transhipment to an- 
other vessel, this does not determine the risk if the phrase “and/or 
vessels” is inserted, but unless this is specially agreed the ordinary 
policy does not cover transhipment even when effected in the normal 
course of trade. To cover this contingency, it is usual expressly to 
include the risk of transhipment, customary transhipment being 
covered without extra premium, but other transhipment .attracting 
such additional premium as may be arranged. 

DEVIATION 

Any departure by a vessel from the route prescribed, or, where no 
route is prescribed, from the ordinary trade route, is known as devia- 
tion. 

Unless permitted or justified, deviation releases the underwriters 
from liability as from the time of deviation even if the accident occurs 
after the ship has returned to her normal route, but without pre- 
judice to insurers’ liability for losses occurring before the deviation 
took place. 

Deviation may, however, be permitted by a Deviation and/or Change 
of Voyage Clause in the policy, while the Marine Insurance Act 1906, 
excuses deviation: (i) where caused by circumstances beyond the 
control of the master and his employer; or (2) where reasonably 
necessary in order to comply with an express or implied warranty; or 
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(3) where reasonably necessary for the safety of the ship or subject- 
matter insured; or (4) where made for the purpose of saving life, or 
aiding a ship in distress where human life may be in danger; or (5) 
where caused by the barratrous conduct of the master or crew, if 
barratry' {i.e., fraud or criminal negligence) be one of the perils in- 
sured against. Except as provided by the Deviation Clause, deviation 
to save property as such is not justifiable. 

As distinct from deviation, a change of voyage occurs where, after the 
insurance attaches, the port of destination stipulated in the policy is 
altered. The underwriters’ liability ceases as from the time the decis- 
ion to change is shown {e.g., by radio instructions from the owners to 
the master) , and it is immaterial that the vessel does not immediately 
leave the course of the original voyage. However, there may be a 
clause in the policy covering such an eventuality at a premium to he 
arranged. 

The policy does not in any case cover a different voyage, i.e., where 
the insurance has not attached because the vessel sails from or to a 
different port from that contemplated by the policy. 

ASSIGNMENT OF POLICIES 

Marine insurance policies on goods must of necessity be freely assign- 
able, since goods are frequently sold, sometimes several times over, 
whilst on the water, and the insurable interest therein consequently 
passes through several hands before reaching the party ultimately 
taking delivery. In fact, many of the persons having temporary 
interest in the subject-matter may have no intention of taking de- 
livery, e.g., operators in futures markets. Meanwhile loss may occur. 

In the case of cargo policies, the general practice is to assign them 
by blank endorsement — i.e., the assignor merely signs his name on the 
back, as in the case of a cheque. 

Endorsements on hull policies are usually more specific, e.g., “The 

interest herein is hereby transferred to (Signed) 

(Dated) ”, for in the case of sale of a vessel, 

the assured cannot assign his policy without obtaining from the in- 
surers their written agreement to the change of ownership or man- 
agement. 


CLAIMS 

Although the broker is directly responsible to the insurer for pre- 
miums, the insurer is directly liable to the assured for claims and 
returns of premiums. Consequently, it is to the insurer that the as- 
sured has to look for indemnity for any loss. 
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Marine losses fall into two broad elasses, viz, total loss and partial 
loss. 

A total loss may be either actual {absolute), or constructive’, while par- 
tial losses comprise what are known as particular average and general 
average. 

AN ACTUAL TOTAL LOSS occurs whcn the subject-matter is wholly de- 
stroyed, or is so damaged as to cease to be a thing of the kind insured, 
or where the assured is irretrievably deprived of possession thereof. 
Sometimes a vessel leaves port and disappears completely. In such 
circumstances the only means of proving that the vessel has been lost 
by a peril insured against is by inference. The Marine Insurance Act 
igo 6 , however, provides that where the ship concerned is missing 
and, after the lapse of a reasonable time, no news of her has been 
received, an actual total loss may be presumed. This is commonly 
termed a “presumed total loss”. When a vessel is considerably over- 
due, the Committee of Lloyd’s will, at the request of an interested 
party, circularise Lloyd’s Signal Stations and Agents for news of the 
ship. If nothing is heard of her during the week after the nodees are 
issued, she will be posted at Lloyd’s as missing, and total losses will 
then be presumed on all policies effected on the vessel. (Should the 
vessel arrive after settlement of claims, the subject-matter becomes 
the property of the insurers.) 

A CONSTRUCTIVE TOTAL LOSS occurs where the subject-matter is jus- 
tifiably abandoned because its total loss appears unavoidable, or 
where it is so damaged that it is commercially impracdcable to re- 
store it. 

The term “average” is used in a special sense in marine insur- 
ance. In fire insurance it means that, in the event of under-insurance, 
the insured is his own insurer in respect of the amount under-insured, 
but in marine insurance the term signifies partial loss or damage. 
Average is divided into two main classes, particular average and general 
average. 

‘^‘^particular average” means partial loss or damage accidentally 
caused to the vessel or to a particular parcel of goods by perils in- 
sured against, e.g., damage by sea-water, stranding, collision or fire, 
not amounting to total loss. Particular average must be borne by the 
owners of the property suffering the loss, and is thus distinct from 
“general average”, which is distributed over the whole ship, 
freight and cargo. 

Partial loss of goods may be total loss of part of the insured goods, 
and, if so, the insurer under an unvalued policy must pay up to the 
insurable value of the part lost, and under a valued policy must pay 
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that proportion of the sum fixed by the policy which the insurable 
value of the part lost bears to the insurable value of the whole of the 
property covered by the policy. 

If part or the whole of the goods arrives at destination damaged by 
a peril insured against, an entirely different method is adopted. The 
gross value which the goods would have had if sound on arrival is 
compared with the gross value on arrival in damaged condition. 
“Gross value”, according to the Marine Insurance Act 1906, is “the 
wholesale price, or, if there be no such price, the estimated value, 
with, in either case, freight, landing charges, and duty paid before- 
hand; provided that, in the case of goods of merchandise customarily 
sold in bond, the bonded price is deemed to be the gross value”. 
Gross proceeds (he., of the damaged goods) means “the actual price 
obtained at a sale where all charges on sale are paid by the sellers”. 
Under a valued policy the percentage of depreciation thus ascer- 
tained is applied to the insured value, whilst under an unvalued 
pohcy it is applied to the insurable value, and the loss thus ascer- 
tained is the measure of indemnity. By adjusting on the basis of gross 
values, the underwriters’ liabiUty is constant, irrespective of the state 
of the market. If net values were used in the adjustment of particular 
average claims, underwriters’ liability would be affected by market 
fluctuations, and this does not fall within the scope of a marine in- 
surance policy. Moreover, the percentage of depreciation would be 
significantly increased. 

“general average” means any extraordinary loss, damage or 
expenditure reasonably and voluntarily incurred for the purpose of 
preserving all the interests (ship, cargo and freight) imperilled in the 
common adventure, e.g., cargo jettisoned to lighten the ship in order 
to refloat her after stranding; damage to cargo by water used for 
extinguishing a fire; the cost of towing a disabled vessel to port; 
damage to a ship’s machinery, when worked excessively in order to 
float a stranded vessel. Such loss, damage or expenditure must be 
borne proportionately by all those interested, i.e., the contributing 
interests. 

General average exists quite apart from marine insurance but a 
merchant or shipowner usually insures against it. If he does so he can 
recover from the insurer any general average damage that occurs 
to his goods or vessel and leave the insurer to recover from the 
other interested parties a proportionate part of the loss. Similarly, 
he is insured against his liability for a general average contri- 
bution to make good general average damage sustained by other 
interests. 
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THE YORK-ANTWERP RULES 

The law obtaining at the place where the adventure ends determines 
the adjustment of general average, subject to any provision to the 
contrary incorporated into the contract of affreightment. 
Inconvenience resulting from the conflicting laws of the various 
maritime countries on the subject of general average led to a desire 
for stability, hence the voluntary adoption of a code of rules. 

The current code is the York- Antwerp Rules, drawn up in 1864 and 
last revised in 1974. This code is invariably incorporated in contracts 
of affreightment, but although binding as between shipper and 
shipowner, it has no effect on the contract of marine insurance. 
Hence the incorporation in the policy of the general average clause, by 
which underwriters agree to accept an adjustment in accordance 
with foreign law and practice, or in accordance with the York- 
Antwerp Rules if so provided in the contract of affreightment. 

AVERAGE ADJUSTMENT 

The statement of claim (or adjustment) may be prepared by the 
broker or by the assured himself. When insurances are placed with 
companies, the documents are frequently sent by the assured to the 
company, which may then make the necessary adjustment. Very 
often an average adjuster (or average stater) is employed to prepare 
the statement for presentation to the insurers, Moreover, when a 
complicated claim is presented to a company without a statement of 
claim, the company will often send the papers to an average adjuster 
for adjustment. 

An average adjuster is not an employee or representative of either 
the insurer or the assured. He is an independent umpire whose duty 
it is to state the claim impartially and accurately according to the 
liability of the insurer under the terms of the policy. 

Average adjusters are also employed to make up adjustments of 
general average on behalf of the interested parties. 


LETTERS OF SUBROGATION 

These are documents executed over a contract stamp which 
underwriters usually require when settling a total loss, or when 
settling a claim for partial loss in cases in which part of the goods 
remains to be realised, or when the assured may have some right of 
recovery against a third party. 

The objects of subrogation letters are: 

{a) To transfer the assured’s right arising out of the loss to 
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underwriters and, in the case of a total loss, to transfer to the 
latter the assured’s title in the subject-matter of the 
insurance. 

{b) To give formal authority to underwriters to sue in the name of 
the assured for recovery against third parties. 

(c) To emphasise to the assured his responsibilities to the under- 
writers. 

PROTECTION AND INDEMNITY ASSOCIATIONS 

Cover against certain risks ofloss which are not included in a marine insur- 
ance policy in its ordinary form may be obtained by utilising “Mutual 
Clubs” or “Protection and Indemnity (P. and I.) Associations”, which 
give protection on a mutual basis against losses of this type, e.g., claims 
for loss of life or personal injury; damage caused to wharves, piers, 
etc., for which the shipowner may be held liable; claims upon the 
shipowner for non-delivery. 
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CHAPTER TWENTY-ONE 

Insurance — II: Fire, Accident Insurance and Life 
Assurance 

FIRE INSURANCE 

Whilst the business of fire insurance is of more recent growth than 
that of marine insurance (outlined in the previous chapter), the 
theory upon which it is based, i.e., the distribution of the losses of the 
few over the whole insuring community, was put into practice many 
centuries ago. But it was not until The Fire Office (also known as 
The Insurance Office) was established in i68i, shortly after the 
Great Fire of London, that the business of fire insurance so called was 
systematically transacted. This was followed by the formation of 
numerous other fire insurance offices. 

THE ORDINARY POLICY 

Under a fire insurance policy the insurer undertakes, on payment of 
the premium, and subject to the conditions of the contract, to pay or 
make good to the insured any loss or damage by fire which may 
happen to the property insured during the period covered by the 
policy, up to the amount of the sum specified against the particular 
items in the policy. “Fire” means “actual ignition", and only loss or 
damage resulting from such ignition is covered. If an actual fire or 
burning is the proximate cause of the loss, and the fire is accidental or 
fortuitous in its origin so far as the insured is concerned, then such loss 
is covered by the policy. If, for example, an insured’s property is 
damaged by smoke and by water used in extinguishment, as a result 
of fire in neighbouring premises, his loss is covered under his fire 
policy. The standard policy also includes damage due to lightning or 
due to the explosion of domestic boilers or of gas used for domestic 
purposes or for lighting or heating. It excludes, however, from the 
ordinary cover certain perils, the nature of which would affect the 
premium to be charged; for instance, fire occasioned by earthquake, 
riot or military power. It also does not cover certain specified articles, 
unless they are specially mentioned as insured, e.g., goods held m 
trust or on commission, business books, plans, stamps. 

The rate of premium varies, of course, according to the degree of 
hazard involved. Where more than one rate would apply to a risk^ — e.g., 
a warehouse — owing to the varying nature of the tenancies, the figure 
to be charged is that which will produce the highest net premium. 
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AVERAGE 

Under an ordinary fire policy, without the average clause, the insured 
can claim, in the event of a loss, up to the full amount of his policy, 
although he may be under-insured — e.g., if the value of property is, 
hypothetically, i ,000, but it is insured for only £600, and a loss of £500 
is sustained, the whole of this amount will be paid by the insurers, 
£500. 

If, however, the above policy is “subject to average”, then the 
insurers pay only -Sths of the loss — i.e., £300. Thus the effect of 
the Average Clause is to render the insured liable for such proportion 
of the loss as the value of the uncovered property bears to the value 
of the whole property. 

FLOATING POLICIES, largely used for mercantile risks and covering 
fluctuating stocks held, for instance, in several warehouses, contain 
also a second condition of average, the object of which is to reheve 
the floating pohcy from liability to contribute to a loss which is also 
covered under a policy of more specific range — e.g., one insuring the 
contents of one warehouse only — -unless this latter insurance is 
insufficient to pay the whole loss, in which case the floater applies to 
the balance of the loss, subject to average. 

SPECIAL POLICIES 

For the convenience of merchants, several special types of pohcy have 
been evolved. 

“excess” fire POLICIES are issued by Lloyd’s and by some of the non- 
tariff offices. Such policies meet the requirements of traders whose 
stock on hand is liable to vary in quantity and in value from time to 
time. The perils insured against are the same as those covered by the 
ordinary fire policy, but insurance need not be maintained for the 
maximun amount of stock that may be at risk at any time. The 
“excess” policy is designed to cover fluctuations in value at an 
average cost, the normal amount at risk being covered by an ordinary 
fire policy on a specific sum insured. For example, it may happen 
that the normal value of stock in a certain warehouse is, say, £20,000. 
At any time, however, the value of the stock may increase to £30 j 000. 
An ordinary policy is effected for £20,000 and an “excess” policy is 
taken out for a further £10,000, and maximum cover for £30,000 is 
maintained. In respect of the “excess” insurance, delaradons of the 
amount at risk are made periodically — e.g., monthly — and from these 
declarations is ascertained the average amount at risk and the 
average premium payable. 

The difficulty with “excess” policies is that the holder of such a 
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policy, who has also a standard policy covering the main risk, may be 
penalised by the operation of the condition in the standard policy 
which limits the standard policy’s contributions to a rateable propor- 
tion only of the loss. Consequently “excess” policies have been practi- 
cally eliminated by declaration policies. 

DECLARATION FIRE POLICIES are similar to “excess’ policies but are 
effected for a sum estimated to cover the maximum amount which may he 
at risk at any time during the term of the policy, the premium being 
determined by periodical declarations as described above. A 
percentage of the premium only is payable at the outset. These 
policies are issued by most offices and by Lloyd’s. 

“adjustable” FIRE POLICIES are similar to “declaration” policies but 
whereas under the latter scheme, the insured declares the value of the 
stock at the end of an agreed period (e.g., week or month), under an 
“adjustable” policy, the policy-holder notifies the company of his 
requirements on each occasion that the value of the stock insured 
undergoes appreciable increase or decrease, i.e., before the risk is run. 
Naturally, this type of policy is not in such demand as the declaration 
type. 

VALUED POLICIES. The peculiar conditions attaching to marine 
insurance do not apply to the insurance of goods on land, hence 
valued policies are the exception in fire and other branches of 
insurance. The value declared in the policy is the amount the insurer 
will have to pay the insured in the event of a total loss, and the 
insurers agree to pay this amount, irrespective of the actual value at 
the time of the loss. Such policies may be useful in insuring works of 
art and similar property, but may well operate to the disadvantage of 
one or other of the parties to the contract if the agreed value in the 
event of a claim proves to be either excessive or inadequate. The 
insurers still have the option, as under non-valued policies, of 
replacing the property instead of making a cash payment. Partial 
losses are settled according to the actual amount of loss sustained. 

ASSIGNMENT 

Fire and accident insurance policies are not assignable without the 
consent of the insurers, the only exception to this rule being where 
the insured’s interest ceases by will or operation of law. The insured 
may, however, assign the proceeds of such policies. 

CLAIMS 

Immediate notification of a fire loss is essential so that the insurers 
may take prompt steps to safeguard their interests — e.g., in dealing with 
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the salvage. Where the loss exceeds a certain amount (say, ;,r 1,000), 
insurers appoint an adjuster to act for them in verifying the cause and extent 
of the damage. 


LOSS OF PROFITS OR CONSEQUENTIAL LOSS INSURANCE 

An offshoot of fire insurance which is of great importance to the 
business community is that known as Loss or Profits (or 
Consequential Loss) Insurance, which, in its modern form, may be 
said to be a product of the present century. Briefly, this type of 
insurance is designed to indemnify the insured for the loss of profits 
which he sustains following an interruption of his business as a result 
of fire; its utility is, therefore, obvious. The usual policy covers {a) loss 
of net profit; {b) payment of standing charges — e.g., interest on 
debentures and mortgages, directors’ fees, rent, rates, salaries to 
permanent staff and wages to skilled officials, advertising (these 
charges must be borne by the insured even through business is at a 
standstill); and (c) increase in cost of working — e.g., hire of temporary 
premises, orders completed by other firms at extra cost, extra 
advertising. 


ACCIDENT INSURANCE 

The term “accident insurance” originally had particular reference to 
what is known as personal accident insurance, the importance of 
which class of protection has been emphasised in recent years. 

So universal, in fact, is the demand for accident insurance in its 
various forms, that it would be hard to find a householder who did 
not possess an accident policy of one kind or another, or a business 
that had not effected some kind of accident insurance. 


THIRD PARTY LIABILITY 

The liability to a third party arises in connection with most forms of 
accident insurance and denotes the liability of the insured to 
compensate any person who suffers loss through his negligence or that 
of his servants or agents in the course of their duties, i.e., failure to 
exercise reasonable care to avoid injuring third parties or damaging 
their property. 

TYPES OF POLICY 

The more important types of accident insurance policies in use are: 
MOTOR. Four main classes of policy are available, namely: (i) for 
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private vehicles, (2) for commercial vehicles, (3) for motor traders’ 
vehicles, and (4) for motor cycles. The insurance covers, inter alia, loss 
of or damage to the vehicle or cycle by impact, fire or theft, and 
includes third-party liability. Such items as wear and tear, and 
mechanical breakdown, are excluded from the cover granted. 

GENERAL THIRD-PARTY RISKS. Policies are available to cover the 
special risks of property owners; shopkeepers; theatre, cinema and 
hotel proprietors; educational authorities; builders and contractors; 
and professional men, such as doctors, dentists and accountants. 
Liability may arise following injuries to members of the public as a 
result of defects in premises, negligence of employees, lack of 
professional skill, and such liability may be covered by means of these 
policies. 

Legal costs incurred in contesting claims relating to the liabilities 
arising under any of the foregoing types of policy are also covered. 

BURGLARY. Policies are issued covering the contents of private 
dwelling-houses against burglary and theft. The contents of business 
premises are usually covered only against burglary, as theft by 
customers and employees is often too great a risk to be assessed. 
Other forms of insurance issued by the burglary department of an 
insurance company comprise “all risks” insurances on jewellery, furs, 
etc.; “baggage” insurance on luggage in transit; insurances on cash 
and securities in transit; and “cash-in-safe” insurances. 

FIDELITY. Briefly, the main object of this form of insurance is to 
protect employers against financial loss by fraud or theft on the part 
of specified employees whose duties involve the handling of cash. 

PERSONAL ACCIDENT AND SICKNESS. There are four types of policy, 
covering (i) personal accidents only; (2) personal accidents and 
certain specified diseases; (3) personal accidents and all forms of 
sickness; and (4) accidents and illnesses for a specific term of years — say, 
until the assured attains the age of sixty. The last type of policy is 
known as a permanent health contract. Certain risks are excluded from 
the cover granted — -for example, intentional self-injury or suicide. 

ENGINEERING. Policies are issued covering boilers against explosion; 
steam, gas and oil engines against mechanical breakdown; electrical 
machinery against electrical and mechanical breakdown; and lift^, 
hoists and cranes against mechanical breakdown. The insurance may 
also provide for third-party liability, and law costs. 

BAD DEBTS INSURANCE. The busincss of bad debts insurance is fast 
developing. 

Unlike many other classes of insurance business, in bad debts m- 
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surance the insurer does not bear the entire risk, the custom being for 
the insured himself to bear at least 10 per cent of the loss. 

The following are the chief types of policies issued: 

(a) Bills of Exchange Policies. These cover loss in respect of bills of 
exchange (drawn by the insured and accepted by the buyers) 
for a period and amount not exceeding the period and amount 
stated in the policy schedule opposite the buyer’s name. 

{b) Open Account Policies. Although somewhat similar to the above, 
these policies cover loss under open-account transactions, the 
amount of each invoice being declared and written off the 
total sum insured. 

(r) Time Policies. These guarantee, during a period up to twelve 
months, the solvency of specified customers to whom credit has 
been granted for goods sold and delivered. The premium is 
based on the largest amount of credit given to any customer at 
any one time, irrespective of the total credits given during the 
course of the year. 

{d) Whole Account Policies. Premiums are based in these cases on the 
total gross invoice value of goods sold and delivered during 
the period of insurance. Losses up to an agreed percentage of the 
total sales are borne by the insured, the insurers being liable 
for a proportion of the excess. 

(e) Re-sale Loss Policies. When a buyer fails, the seller occasionally 
takes back the goods which he has sold, and may then be 
unable to obtain the same price for them as when he first sold 
them. These policies cover a proportion of the loss sustained 
on any re-sale in this manner. 

THE GOVERNMENT EXPORT CREDIT SCHEME, which is dealt with in 
Chapter 30, is also a form of bad debts insurance designed primarily 
to foster the export trade. 

LIFE ASSURANCE 

Under a contract of life assurance the assurer agrees to pay a given 
sum upon the happening of a particular event contingent upon the 
duration of human life. For instance, under an endowment assurance the 
policy moneys are payable on the life assured’s surving a period of 
years — e.g., on his attaining the age of 60 — or at his death should that 
occur previously; under a whole life assurance the policy moneys are 
payable at death only. 

LIFE ASSURANCE PREMIUMS 

The general principle on which premiums for life assurance are based 
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is tlic law of probabilities, which is closely allied to the principle of 
average — fundamental in all branches of insurance. If a sufficiently 
large number of lives is kept under observation for a number of years, 
and the deaths that occur in each year of age are accurately 
recorded, a mortality table can be compiled. 

That much-misunderstood term, “expectation of life”, refers to the 
average subsequent duration of life of a body of persons of a given age, 
according to a given mortality experience. It is frequently misused in 
reference to a single life. The “expectation of life” is never used by 
actuaries in calculating rates of premium, but it may be legitimately 
used by medical officers as a guide in rating up lives that are not first- 
class, and for comparing the results of different mortality tables. 

In translating the probabilities of life and death into monetary 
values, compound interest must be introduced. Thus, if the chance of 
dying at the end of a year of a life aged 40 is 0-035, the present 
value of a pound payable on his death at that time is 
discounted for one year. In this way, by combining probabilities and 
compound interest, the net or pure premium is arrived at, and by 
making the necessary allowance or “margin of loading” for expenses 
of management, bonuses for with-profits policies, and dividends for 
shareholders, the gross or office premium is obtained. 

Life assurance differs, however, from other branches of insurance, 
in that the premium once fixed for a particular contract cannot 
normally be altered, although the risk increases with age. Thus a 
level premium is payable throughout life, the excess premium over 
drat required to cover the risk and expenses in the earlier years being 
accumulated at interest to provide for the deficit in later years, when 
current risk and expenses exceed the premium payable. This balance 
is known as the policy reserve, out of which may be paid surrender and 
loan values, and from which the amount of paid-up assurance may 
be calculated. 


SURRENDER VALUES 

The surrender value of a life policy is the amount which the assurers arc 
prepared to pay at a particular time in total discharge of the 
contract. In normal circumstances it represents a large proportion of 
the resert'e of the policy. Under whole life assurance (where the 
policy moneys are payable at death), endowment assurance (where 
the policy moneys are payable on a certain date, or at death, 
whichever occurs first) and similar policies, surrender values 
naturally increase with each payment of premium, though, of course, 
such increased value thereafter diminishes somewhat until another 
premium is paid, as current risk steadily increases. There is, however. 
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no direct relationship between such surrender values and the 
premiums paid, although some companies guarantee minimum 
surrender values based on a percentage of the premiums paid. 

From the foregoing it should be obvious why a surrendering 
policy-holder cannot expect to obtain the return of all the premiums 
he has paid. He has been covered against risk during the currency of 
his policy, and this cover has to be paid for. Moreover, as in other 
branches of insurance, the fortunate policyholders who have not yet 
made any claims help to pay for the claims of their less fortunate 
associates. 

Not all policies normally carry surrender values — e.g., temporary 
assurances, on which the premiums are little more than sufficient to 
cover costs of current risk and expenses. Where, however, a surrender 
value exists, a loan value also generally obtains. 

LOANS ON POLICIES 

The loan value of a policy is the amount which the assurers are willing 
to lend on security of the policy, and is usually about 95 per cent of 
the surrender value, the balance of 5 per cent being retained by the 
company as margin for a year’s arrears of interest. 

PAID-UP POLICIES 

The paid-up policy value is the amount to which the sum assured (and 
bonuses, if any) would be reduced at any moment if the assured 
requested a rearrangement of his contract so that no further 
premiums should be payable. 

ASSIGNMENT 

Life assurance policies are freely assignable. They may be sold, 
mortgaged or settled, the assignment usually being made by deed, 
notice of which, in duplicate, should be given to the assurance office. 
Notice of assignment thus given creates a legal assignment which 
would have priority over an equitable assignment, i.e., one not 
formally notified to the assurers. 

CLAIMS 

Claims may arise by death or at maturity of the policy, and are 
payable on proof of the event and subject to verification of the title of 
the claimant to the policy moneys. 
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ANNUITIES 

Adost life offices do annuity business. They undertake, on payment of 
a certain amount, to pay the purchaser a specified annual sum, i.e., 
an annuity, for the remainder of his life or for some other period, fixed 
or indeterminable in advance. The purchase price of the annuity 
varies with the size of the annuity and the age of the prospective 
annuitant. Naturally, the price to an elderly person is lower than the 
price to a younger person. 

DEFERRED ANNUITIES. Where an immediate annuity is bought, the 
first payment of the annuity by the life office is made within a short 
period, e.g., on ist January following the purchase. It is, however, 
possible to buy an annuity, payment of which is deferred, say, for 20 
or 30 years after the contract is entered into. The purchaser of the 
deferred annuity may pay a lump sum down at once and nothing more, 
or he may make annual payments over a period of years. 


COMMON INSURANCE TERMS 


PROPOSAL 

This is the printed form on which a prospective insured — i.e., a proposer — 
makes written application for the issue of a policy. It contains 
questions relating to the risk and to the proposer’s insurance record, 
which must be answered by the proposer, who has to avow the truth 
of his statements in a declaration dated and signed by him. 

In fire insurance the proposal form is frequently dispensed with, 
but it is usually required in respect of private house contents, shop 
and farming risks. The necessity for a proposal form is eliminated to 
some extent by the fact that other fire risks almost invariably require 
to be. surveyed. The proposal form becomes the basis of the contract, 
in which it is usually expressly incorporated, except in the case of fire 
policies. 


COVER NOTE AND DEPOSIT RECEIPT 

This is a letter or printed form used in the fire and accident branches, 
and is issued to a proposer on receipt of a proposal, notifying him 
that he will be held covered from the date of the note until a policy 
has been issued or his proposal declined. The document stipulates 
that the cover is subject to the terms and conditions of the policy, the 
salient conditions of which should be printed on the cover note. In 
life assurance, cover notes are seldom used except for foreign 
business. Usually, no premium is paid at the time, but if a payment 
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on account is made, a deposit receipt is issued which constitutes a 
combined cover note and receipt. 

FORM OF CONTRACT 

In order that an action may be sustained on a contract of fire, 
accident or life assurance, the contract need not he embodied in a 
policy, though this is the invariable practice. Where there is no 
policy, there must, of course, be either written or oral evidence to 
support the action. A marine insurance contract, however, must be 
incorporated in a policy. 

ENDORSEMENT 

In fire, life and accident policies an endorsement is a special 
condition appended or affixed to the policy, to provide for a certain 
special requirement not otherwise found in the printed (standardised) 
text of the policy. An alteration of the policy properly effected by 
endorsement is deemed to express the particular intentions of the 
contracting parties. 

WARRANTY 

This is a promise by the insured that a certain condition shall be 
fulfilled, or one affirming or denying certain facts. If a warranty, 
whether material to the risk or not, is not literally complied with, the 
insurer may treat the contract as voidable from the time of the 
breach. The warranty need not be contained in the actual policy, it 
is sufficient if it appears in any further document which is, by 
reference, incorporated in the contract, e.g., a proposal form. 

REPRESENTATION 

This is any statement made by a proposer or his agent, not being a 
warranty, which forms a portion of the premises from which the 
other contracting parties draw their conclusions either to accept or to 
reject the contract, and by which they are guided in fixing the terms 
and adjusting the conditions thereof. Unlike a warranty, a 
representation need only be substantially correct and to affect the 
validity of the contract must be material to the risk. 

DAYS OF GRACE 

Life policies contain a condition requiring payment of the premium 
within certain days of grace, normally thirty days, but where the 
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premium is unpaid at the end of that period the policies generally 
provide that the assured shall be protected under a non-forfeiture 
scheme. Most fire policies are renewable at a quarter day, fifteen 
days’ grace being allowed, except in the case of short-period 
insurances. In accident business the days of grace vary, but fifteen 
days are usual; burglary policies usually keep to the quarter days, but 
the others spread over the year. In fire and accident policies, days of 
grace are not stipulated in the policies but are a custom of the 
business, which is recognised by the Courts and will be enforced by 
tliem, provided that the insured has not indicated his intention not to 
renew. 


“ex gratia” payments 

These are payments made “without prejudice” to the insured in 
respect of losses of which the insurer is not legally liable or where 
liability is open to argument, and are common to all branches of 
insurance, except life assurance. Very often the insurers are morally 
liable for a claim not legally enforceable, as where there is an in- 
nocent misrepresentation by an agent, or a pardonable misunder- 
standing by an insured. 


REINSURANCE 

Two main reasons account for the utility of reinsurance, viz: 

(1) It is not wise for insurers to concentrate their commitments. 
They, therefore, so spread their risks that they are as numerous 
and as varied in character and location as possible, in order that 
the law of average may operate to reduce to a minimum the 
chance that their funds may be crippled by any single 
catastrophe. 

(2) Prudent insurers must as a precaution reinsure their less desirable 
risks so as to limit their losses. However, reinsurers must also 
receive a fair share of the good and average risks in order to 
maintain a sound reinsurance market. 

Reinsurance is common to all branches of insurance, and may be 

effected either facultatively or by cover or treaty. 


FACULTATIVE REINSURANCE 

This signifies reinsurance of individual risks or part thereof, the 
reinsurer having the power of discriminative selection. The 
reinsurance may be against all the contingencies covered by the 
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original policy, or certain of them only. In marine and life business, a 
reinsurance policy is almost invariably issued, but in the fire and 
accident branches, policies are usually dispensed with. 

COVER REINSURANCE 

This is a form of reinsurance comparable with the open-cover 
method in direct marine insurance (see page 264). It is very similar 
to reinsurance by treaty, but the limits of protection are more 
restricted. 


treaty reinsurance 

This type of reinsurance means reinsurance by an agreement 
between insurers and reinsurers whereby the reinsurers agree to 
accept during a specified period, with the option of declining, a 
certain proportion of any risk over the insurers’ limit. No reinsurance 
policy or guarantee is issued, the contract being contained in a signed 
agreement which is, to all intents and purposes, a policy of 
insurance. 

A reinsurance treaty is generally mentioned in terms of lines, e.g., a 
six-line treaty is one under which the insurers automatically obtain 
cover for six limits in addition to their own limit. If the insurers’ limit 
were ;^2,ooo, they could reckon on a ;(^i 2,000 cover from their treaty, 
and so could accept ^14,000 on a risk without facultative cover. This 
six-line treaty might be subdivided amongst six reinsurers, each 
taking a line, or twelve reinsurers, each taking half a line. The 
insurers would bear one-seventh and the reinsurers six -sevenths of a 
loss on the basis of the figures just mentioned. 

Under this type of treaty, the insurers may vary their limit or 
retention of particular risks, thus varying the reinsurers shares o t e 
risks concerned {surplus reinsurance). On the other han , m 
share reinsurance, the insurers retain a fixed part of all ns it in 
the scope of the treaty and reinsure the remaining part, e.g., t ey 
may retain one-fourth and reinsure three-fourths, all osses ein^ 
shared in those proportions. Again, in excess of loss reinsurance, t e 
reinsurers are liable for any amount of a loss on) 1 it excee s 
insurers’ retention, i.e., the insurers bear the sma er osses m 
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CHAPTER TWENTY-TWO 

Distribution: Functions, Channels and Structure 


The distributive trades form the last links in the chain of 
intermediary activities involving the transfer of goods from producer 
to consumer. Since production cannot be considered complete until 
the product is in the hands of the consumer, the work performed by 
the distributive trades must be viewed as a vital aspect of the process 
of production. Coal in the pit seam is of little value to the domestic 
user who requires it; when it reaches him through the wholesaler and 
retailer it has acquired added value resulting from place, time and 
possession utility. 

PLACE OF THE DISTRIBUTIVE TRADES IN THE ECONOMY 

The distributive trades in Britain employ 2-7 million persons, 
amounting to ii per cent of the total employed population. (This 
figure may be compared with that of the U.S.A. where 
approximately 13 per cent of the employed population work in 
the distribution sector.) Distribution is an example of a “labour- 
intensive” industry, i.e., one in which there is a high use of labour 
with a complementary low rate of mechanisation and capital 
investment. 

In 1977, 450,000 retail oudets were responsible for a turnover of 
about ;,^34,ooo millions of merchandise, i.e., approximately one-half of 
the gross national expenditure. 40,000 wholesale organisations, 
controlling some 55,000 separate establishments, employ about 0-75 
million persons, 90 per cent of whom work in links with the home 
market. It has been suggested by some economists that Britain is 
“over-shopped” and that too many of the outlets in operation are in 
the “small-business” category, so that the average selling unit is 
unable to enjoy the advantages of the economies of large-scale 
operation, with a resulting loss of economic benefit for the 
consumer. 


FUNCTIONS OF THE DISTRIBUTIVE TRADES 

Distribution involves the sale of goods to intermediate consumers, i.e., 
those who buy for resale or for purposes of further manufacture, and 
final consumers, i.e., those who buy for the satisfaction in use to be 
derived from the use of those goods. 
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In a competitive market economy in which, by and large, 
production is geared to forward estimates of consumer demand, the 
distributive trades perform the following important functions: 

[a] They hold stocks of goods until required. 

[b] They provide variety in choice by promoting or displaying a 
wide selection of merchandise. 

[c] They add utility to goods by making them available for the 
consumer at times and places to suit him. 

{d) They provide vital market information relating to trends, etc., 
which can be valuable to producers and consumers. 

McGarry, who has analysed distribution in terms of “the matching 
of segments of supply and demand”, lists the functions involved in 
wholesaling and retailing as: contactual (the finding of buyers and 
sellers); merchandising (the fitting of goods to the requirements of the 
market); pricing (the selection of an appropriate price attractive to 
producers and consumers); propaganda (the conditioning of the 
market to a favourable attitude towards the goods); physical 
distribution (the transport and storing of goods); termination (“the 
consummation of the marketing process”). 

Performance of these and allied functions determines in large 
measure the structural pattern of wholesale and retail outlets and the 
configuration of channels of distribution. 


CHANNELS OF DISTRIBUTION 

A “channel of distribution” has been described as “the sequence of 
institutions listed in order of their participation as buyers, sellers or 
holders of products in providing the facility to move those products 
from producer to consumer”, and “an institutional configuration for 
directing and supporting the flows from production to use, of things 
of value”. More formally, the term “channels” is a description of the 
paths taken by title to goods, i.e., legal evidence of rights of ownership, 
from point of production to point of consumption. Thus, when. goods 
move from the manufacturer (M) to the wholesaler (W), from him to 
the retailer (R) and from him to the customer (C), the course taken 
by title to the goods (M— W — ► R— * G) constitutes a channel of 
distribution. 

Channels may be classified according to the number of stages in 
ownership, thus: 

{a) A one-stage channel is constituted where the manufacturer 
supplies the consumer directly (M — 'G). 

[b) A two-stage channel is constituted where the manufacturer 
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supplies the retailer directly and he in turn supplies the 
consumer (M — *R — >0). 

(r) A three-stage channel is constituted when, for example, the 
manufacturer supplies the wholesaler, who supplies the 
retailer who, in turn, sells to the consumer (M — >■ W — ‘■R — » C). 

{d) A four-stage channel is constituted where, for example, the 
manufacturer supplies an agent, i.e., a primary wholesaler, 
who supplies a secondary wholesaler, who supplies a retailer 
who supplies the consumer (M — ‘Wj — ►Wg — *R — *C). 

Channels of this type may be illustrated by the diagram which 
follows. 



ACTIVITIES PERFORMED IN CHANNELS 

The activities which are performed by the component elements of a 
channel of distribudon have been categorised thus: 

(a) Transit. Goods must be directed and moved physically from 
point of origin to point of destination. 
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{b) Search. Buyers and sellers must be made aware of the goods 
and must be brought into a market relationship with one 
another. 

(c) Maintenance of inventories. The carrying of inventories in 
appropriate quantities is essential if distribution is to be swift 
and economical. 

(</) Persuasion. Advertising campaigns and personal selling are 
required if goods are to be marketed so as to satisfy demand. 

FUNCTIONS OF CHANNELS 

In a market economy, in which market equilibrium price reflects 
conditions of effective demand and supply, marketing channels pro- 
vided by the distributive trades fulfil a variety of functions, including 
the following: 

{a) Routinisation of decisions. Well-established channels create the 
possibility of a routine of decisions and resulting transactions, 
generally resulting in lower costs. Automatic re-ordering of 
merchandise, with a minimum of time and effort, is an 
example. 

(b) Involvement in the pricing process. Given the parameters of market 
supply and demand, agents are able to recommend retail 
prices and operating margins to the manufacturer. 

(c) Provision of general market intelligence. A continuous flow of 
information along distribution channels enables significant 
changes in fashion, for example, to be reported, researched 
and made the basis of manufacturing decisions relating to 
output and quality. 

{d) Finance of business. The carrying of stocks and the provision of 
trade credit affect the general financial activities of business. 
Thus, a wholesaler who allows credit to a retailer is actively 
participating in the finance of business operations. 

(e) Minimisation of the number of transactions. The role of 
intermediaries, such as wholesalers, results in a reduction of 
transaction costs and transport charges. This is illustrated in 
diagram form on page 305. 

DESIGNING DISTRIBUTION CHANNELS 

When designing manufacturer-consumer links, a number of basic 
requirements must be kept in mind. First, the cannel, which provides 
the links, must provide for the physical transfer of the goods to the 
consumer in the minimum time. Next, the channel should allow for 
appropriate communications; in particular it should permit the swift 



Distribution: Functions, Channels and Structure 


293 


feedback of market information to the manufacturer. The channel 
should be so designed that it can be adapted with relative ease to 
changed market conditions. 

Three steps in designing distribution channels may be delineated: 

(a) Channel objectives and constraints must be determined with accuracy. 
Customer characteristics, product properties and features, 
strengths and weaknesses of middlemen, the channels utilised 
by competitors and, finally, environmental characteristics, 
such as general economic conditions, must be analysed. 

{b) Major feasible channel alternatives must be distinguished. This 
necessitates a close examination of, e.g., the types of business 
intermediaries likely to be involved, the number of 
intermediaries who will be required at each stage in the 
channel flow and the price policies of those intermediaries. 

(c) Alternative channels must be evaluated. The basic criteria of the 
evaluation should reflect: economic values {i.e., costs, returns 
related to various channels); control requirements {i.e., channel 
alternatives as sources of possible marketing conflict) ; response 
requirements {i.e., channels allowing flexibility). A well-known 
measure used in estimating the economic return from channel 
use is return on investment: thus. 

Let Rx = return on investment associated with the use of channel x; 

Sx = estimated sales associated with the use of channel x; and 
Cx = estimated costs associated with the use of channel x. 

Then Rx = ^ 

Cx 

Other things being equal, the channel with the highest Rx will be the 
preferred alternative. 


WHOLESALING STRUCTURE 

Wholesaling (see Chapter 23) involves the sale of goods in quantity 
for resale. It may be described in more formal terms as selling to 
other business organisations for business use or for resale, generally in 
bulk and below prevailing market retail prices. 

The functions of the wholesaler, in relation to the manufacturer, 
include: establishing links with retail outlets, providing advice on the 
market, reducing the manufacturer’s warehousing capital costs and 
costs of physical distribution. In relation to the retailer, the 
wholesaler performs the- following functions: he researches and 
anticipates customers’ demands, assembles merchandise from many 
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sources, buys in bulk and maintains stocks which can be drawn on to 
meet retail demand, delivers, grants credit. 

Wholesalers may be classified as “full-service” or “limited-service”. 
Full-ser\dcc wholesalers perform a number of services for their 
customei's, e.g., controlling warehouses and stocks and delivering 
merchandise. They usually carry a wide assortment of goods, in 
which case they are known as “general wholesalers”, as disdnet from 
“specialty wholesalers” who carry a very narrow range of lines. 
Limited-service wholesalers tend to handle only fast-moving 
merchandise in, e.g., cash and carry warehouses. 

Another classification of wholesaling has been made by Tietz, 
thus: 

(a) Wholesaling based on the storage of goods: (i) without customers 
calling {e.g., dealers delivering builders’ materials); (ii) with 
customers calling {e.g., wholesale merchants serving small, 
independent retailers). 

{b) Wholesaling based on the disposition of goods: (i) without 
customers calling {e.g., exporting agents supervising the 
shipping of goods); (ii) with customers calling {e.g., wholesalers 
operating in trade fairs). 

The principal areas in which wholesalers in the U.K. are active 
include groceries and provisions, metals and petroleum products. In 
1977 the book value of wholesalers’ stocks was estimated to be 
around p{)4,ooo million. Trends apparent in British wholesaling during 
the past decade have included: growing specialisation; closer co- 
operation with retailers; improvements in operational techniques, in 
particular, the use of computer-controlled warehousing machinery. 

A prominent role in the wholesaling structure of the U.K. is 
occupied by the Co-operative Wholesale Society (C.W.S.), the central 
organisation established by the retail co-operative societies to serve 
tlreir trading needs. The C.W.S. was the result of a merger in 1973 
the Co-operative Wholesale Society, Ltd, and the Scottish Co- 
operative Society Ltd. It is now the country’s largest wholesaler, with 
10 per cent of the U.K.’s wholesale trade and 15 per cent of the 
entire wholesale trade in grocery and provisions. (Additionally, it is 
the largest co-operative productive organisation in Britain, with 120 
factories.) It employs almost 30,000 persons. Annual sales were 
around j()i,ioo millions in 1977, which represented i-2 per cent of 
the gross national product. Goods to the value of;^325 million were 
produced in 1977 ii^ C.W.S. factories. The organisation operates 
some of the U.K.’s most advanced warehousing facilities, such as the 
Cumbernauld Warehouse. Its activities are divided into four main 
areas: food, non-food, finance and services division. 
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PHYSICAL DISTRIBUTION MANAGEMENT 

In recent years the concept of a unified approach to physical 
distribution management (P.D.M.) has gained increasing acceptance 
among manufacturers, wholesalers and retailers. P.D.M. has been 
described as the science of business logistics “whereby the proper 
amount of the right- kind of product is made available at the place 
where demand for it exists at the time it exists”. It is based on a co- 
ordination of all the decisions and activities related to the flow of products from 
manufacturer to consumer. 

A P.D.M. analysis of distributive operations in wholesaling would 
involve matters such as cost systems, computerised control systems, 
institutional systems {i.e., transportation, warehousing, etc.) and 
activity systems {i.e., internal and external communication systems 
including those related to fixed handling, such as warehousing, and 
moving facifities, such as transport). Mathematical models have been 
constructed and utilised so as to suggest optimum arrangements of 
P.D.M. system, with pardcular emphasis on inventory control and 
handling systems. The increased use of computer-controlled 
wholesale warehousing systems is a direct result of advances in 
computer technology which has enabled data processing involved in 
wholesale operations to be carried out swiftly and accurately. 

RETAILING STRUCTURE 

Retailing (see Chapters 24 and 25) involves sales to the ultimate 
consumer. In more precise terms it may be described as those 
institutions and procedures through which the final consumer obtains 
services and goods in exchange for money. 

The general functions of the retailer include: the provision of goods 
when and where they are needed {i.e., the creation of time and place 
utility); the storage of merchandise; the communication to the 
consumer of information relating to merchandise characteristics; the 
promotion of merchandise and the consequent extending of consumer 
choice; the provision of information to wholesalers and manufacturers 
relating to variations of effective consumer demand in response to 
price changes, innovatory merchandise, etc. 

Retailing structures may be classified in a variety of ways, e.g.: 
according to the type of goods handled; according to the width of 
selection offered; according to the services provided by the store; 
according to organisational framework; according to ownership. The 
classification adopted in Chapter 24 is based on the following types of 
outlet, each of which is defined and considered at appropriate places 
in that chapter: 

(i) independent stores; 



296 


Commerce: Ils Theory and Practice 


(ii) multiples; 

(ill) department stores; 

(iv) co-operative stores; 

(v) supermarkets; 

(vi) hypermarkets; 

(vii) superstores; 

(viii) mail order organisations; 

(ix) discount stores; 

(x) other outlets, e.g., mobile shops, markets. 

Important features of the changing retail scene in the U.K. during 
the past two decades include: the growth of self-service facilities; the 
development of very large retail outlets, e.g., superstores; the growth 
of shopping centres; the development of leasing within stores; the 
diversification of types of merchandise sold in traditionally “one-line” 
stores; the spread of centralised buying procedures. 

The diagram below indicates the percentage shares taken in the 
retail trade of the U.K. by various types of store for the years 197I) 
1973 and 1977. 
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PRODUCTIVITY IN THE DISTRIBUTIVE TRADES 

Productivity may be described as a measure of goods or services 
produced per unit of labour, capital, or the two combined. (The ratio 
of output to labour plus capital is a total productivity measure; the ratio 
of output to labour or capital is a partial productivity measure.) 

Productivity in the distributive trades is a direct reflection of 
factors such as the efficiency of labour, the amount of investment, 
etc., and certain important environmental influences. Among sig- 
nificant environmental influences are: the trade cycle; the general 
state of the labour market and labour costs; total number of shops; 
market size; customer tastes and shopping habits; per capita 
disposable income. It has not been easy to establish a generally- 
acceptable measure of productivity in the various fields of 
distribution. Some widely-used measures are set out below. 

In the area of wholesaling a measure of efficiency employed is an 
index developed by Alderson. The index is based on the item flow 
over number of suppliers plus number of customers. Item flow equals 
number of individual transactions if manufacturer and retailer were 
to trade with each other directly. The index is relatively low where 
only a few products are sold (so that item flow falls) or where there 
are few customers (which may result in direct buying) . 

In the retail trade a measure of productivity employed is: 

„ ^ . Input Index 

Rate of Productivity = — — 

Output Index 

where 

Input Index = Unit sales per shopping hour 
Number of retail sales 
Number of shopping hours 

and 

Output Index = Man-hour equivalents 

Total expenses of distribution 

Average hourly wage rate 

Suggestions made for increasing the rate of productivity in distri- 
bution include: increasing the scale of operations in distributive out- 
lets; increasing investment; improving, in regular and methodical 
fashion, techniques of management and selling; adjusting shop capacity 
in relation to market demand. 

FUTURE DEVELOPMENT IN THE DISTRIBUTIVE TRADES 

Within the existing pattern of distribution in Britain may be 
discerned the determinants of the pattern of future development. 
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That pattern, which will reflect wider, general changes in economic 

and social development as a whole, will mirror: 

( 1 ) Changes in the economic status, life style and expectations of the consumer. 
These changes will reflect movements in the level of disposable 
income, leading to altered patterns of demand and consumption. 
Improved methods of communication may lead to demands for 
round-the-clock shopping. 

(2) Changes in the physical surroundings of the retail operation. Changes in 
the pattern of urban development will affect the siting of retail 
outlets. A growth of “one-stop” shopping units and shopping 
precincts, a development of out-of-town shopping areas and the 
transfer to the suburbs of some large stores seem possible. A 
growth of “shopping-at-home” facilities through the medium of 
visual display home information units may result as a reaction to 
crowded shopping centres and as a response to computerised faci- 
lities linking store and home. 

(3) Changes in the composition of the selling unit. The large retailing unit is 
likely to grow in size; the small-scale unit is likely to decline 
further. Self-service techniques, own-brand selling, a partial in- 
tegration of wholesaling and retailing and the appearance of new 
forms of selling challenging some existing forms may emerge from 
the current pattern of distribution. 

(4) Changes in managerial techniques. The growth of automated pro- 
cesses, Ae integration of concepts of P.D.M. and electronic data 
processing will necessitate changes in the nature of management 
control, both in the wholesale warehouse and the retail store. 

(5) Changes in peripheral matters. A possible codification of consumer 
legislation, an intensification of town planning restrictions, 
changes in the credit and banking systems and a growth of state 
activity within the market system will have far-reaching effects on 
the structure and functioning of the distributive system. 

LONG-TERM CHANGES IN THE PATTERN OF DISTRIBUTION 

Several theories have been advanced to account for the rise, 

development and decay of types of distributive organisation; among 

them are the following: 

{a) The evolutionary theory”. According to this argument only the 
fittest tend to survive in the long run. Organisations which fail 
to respond correctly to a changing environment will not 
survive for long. The inability of some types of retail outlet to 
react appropriately to changed patterrns of demand and 
shopping habits, and their subsequent disappearance, can be 
cited as an example of failure to adapt. 
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{b) The “wheel of retailing theory”. This interpretation of 
development in distribution, associated with Professor 
Malcolm McNair, suggests the existence of a cyclical pattern 
of change. Innovation in selling organisation is the first stage 
in the cycle and is followed by general acceptance of the 
organisation by consumers. Later comes pressure from 
competitors offering novel and attractive methods of selling. 
This tends to result in the organisation’s failure to respond to 
that pressure. There is a movement by the organisation to a 
lower level of trade and, eventually, the organisation 
disappears, so that the cycle is completed. The appearance of 
the supermarket, the growth of the discount store, have been 
interpreted as innovatory challenges to forms of selling which, 
in themselves, were responses to even earlier types of retail 
organisation. 

(c) The “accordion theory”. This theory has been formulated by 
Professor Stanley Hollander, who summarises it thus: “The 
history of retail development seems to demonstrate an 
accordion pattern. Domination by general line, wide- 
assortment retailers alternates with domination by specialised, 
narrow-line merchants. Neither the pattern’s universality nor 
its existence can be proved definitely (since there arc no valid 
historical statistics on merchandise assortments), but many 
astute students of retailing history have discerned these 
rhythmic oscillations.” 
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CHAPTER T\N'ENTY-THREE 

The hole-sale Trade 


The wholesaler purchases goods in large quantities from 
manufacturei-s and re-sells to retailei-s in smaller quantities. The true 
wholesaler is himself neither a manufacturer nor a retailer but acts 
merely as a litiJ: between tlie two. 


THE FUXenOX OF THE WHOLESALER 

The actir-ities of die wholesaler are not confined merely to the 
operations of bu\-ing and selling; it is also his business to forecast, to 
stimulate and to interpret die desires of his customei's. He performs 
two \‘en- useful funedons: he helps die manufacturer ivho does not 
i\am the trouble of supphing goods in small quantifies to retailers; 
and he helps the retailei's by supphdng him witii goods in the 
qualities and quantities he requires, so making it unnecessary for him 
to earn’ lieaia- stocks. 

Fl'XCTIOXS OF THE WHOLESALER IX REL.ATIOX TO THE MANUFACTURER 

B\' bming in large quantities, die wholesaler enables die 
manufacturer to benefit from die economies of large-scale operating. 
The ivholesalcr obtains oitiers from numerous retailei's and meets 
them from stocks supplied in bulk by die manufacturer. In this way 
the manufacturer is sav ed die e.xpense of obtaining a large number of 
small oixlers and despatcliing man\- small parcels of goods. Also, die 
onicis given by wholesalers to manufacturers indicate die trend of 
public t;iste and bring to die notice of die manufacturer any changes 
ill demand, so permitting him to regulate his production accord- 
ingh , 

The wholesaler performs an even more important sendee to the 
manufacturer by relieving him of die necessitv- of carrying large 
stocks, thus enabling him eidier to release his capital for furdier 
paxiuction or to cany on his business with less capital than would 
othenvise be necessary. Largely for diis reason manufacturers 
produce principally to order. 

FUXCTIOXS OF THE WHOLES.XLER IX RELATIOX TO THE RETAILER 

To be successful a retailer must, in die majoriy of cases, carry a wide 
range of goods, but owing to lack of space and capital he cannot hold 
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large quantities of each type of commodity which his customers 
require. The wholesaler fills this breach in that he constitutes a 
source to which the retailer may turn for replenishment of his stock in 
small quantities at frequent intervals. The wholesaler thus relieves 
the retailer as well as the manufacturer of the trouble and expense of 
holding large stocks and enables him to carry on business with less 
capital than would otherwise be necessary. Also, the stocks held by 
wholesalers enable retailers to obtain supplies more quickly than they 
could from manufacturers, for, as already stated, manufacturers often 
produce only to satisfy orders actually received. Without the 
wholesaler, therefore, retailers would of necessity have to wait longer 
for the execution of their orders or, alternatively, they would have 
to place their orders sooner and this, in many cases, would be im- 
practicable. 

Another direction in which the wholesaler assists the retailer is in 
passing on to him some of the advantages of specialisation. The 
retailer, carrying a varied stock of goods, cannot have expert 
knowledge of conditions in the market for each. The marketing 
function is performed by the wholesaler who specialises in one line of 
goods and is able to take advantage of favourable price changes. 

Wholesalers in some cases help to keep manufacturers informed of 
changes in demand. In the same way, they bring to the knowledge of 
retailers new types of goods for which a market may be made. 

Still more important is the financial assistance given by wholesalers 
to retailers in those trades where wholesalers regularly allow credit to 
their retail clients. This has the effect of increasing the working 
capital of the retailer as he can obtain his goods on credit and, by 
selling on a cash basis, can pay the wholesaler with the money 
received from his customers. 

To a certain extent, the amount of credit allowed by wholesalers 
depends on the class of goods dealt in. A wholesale draper or 
wholesale jeweller allows more and longer credit to retailers than, for 
example, a wholesale tobacconist or a wholesale ironmonger. 
Generally speaking, the degree to which wholesalers grant credit 
depends upon: (a) whether the retailer gives credit; [b) whether the 
retailer has to carry large or small stocks; (c) the rapidity of the 
retailer’s turnover. 

When the retailer gives extensive credit to his customers or when he 
has to carry heavy stocks or when his stock is turned over slowly, 
he needs a proportionately larger working capital and, consequently, 
he expects and usually receives credit from the wholesaler. 
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WHOLESALE AND RETAIL COMBINATION 

An aspect of the movement towards integration, i.e., combination of 
different stages in the marketing function, is the tendency for the 
functions of wholesaler and retailer to be combined in one business. 
Usually where this occurs, the wholesale side has developed from the 
retail with the main object of attaining economies in buying. In other 
cases, the wholesale function has been the earlier, and the retail side 
has been set up because the wholesaler has attracted such a large 
clientele of buyers outside the trade that he has found it convenient 
to establish a special department to deal with their custom, or 
because he has seen the need in a certain district for a retail shop 
which he could conventiently run as part of his business. 

In the majority of cases, however, the association of the wholesale 
and retail function has developed as a result of retailers buying direct 
from manufacturers, i.e., becoming their own wholesalers, in order 
to eliminate the middleman’s profits. Large retailers such as super- 
markets buy in bulk direct from producers and often themselves 
supply their own branches. Where this is possible the combination is 
advantageous, particularly in terms of large discounts. The small 
retailer, however, usually finds it more profitable to employ the 
services of a wholesaler or cash and carry warehouse and a 
wholesaler can usually offer a larger range to the retailer than a 
manufacturer. 

MANUFACTURING AND WHOLESALER COMBINATION 

A successful manufacturing concern frequently decides to do its own 
selling to retailers, thus combining the functions of manufacturing 
and wholesaling. (An important innovation of recent years has been 
the use of “caging” by manufacturers, whereby the manufacturer 
loads goods into collapsible steel cages which are transported directly 
to retailers’ premises where they become, without any alteration, 
point of sale units. It has been estimated that the use of caging can 
add another 1-5 per cent to a retailer’s selhng area.) Conversely, 
wholesalers with large businesses have found it profitable to 
manufacture some or all of the commodities which they formerly 
obtained from manufacturers. In some cases the two functions are 
combined by the amalgamation of a wholesale business with a 
manufacturing concern. But in neither case does the manufacturer 
entirely eliminate the expenses of the wholesaling function. Indeed, 
in the majority of cases he still has to incur practically the same gross 
expenses of distribution and advertisement, though he is able to effect 
certain economies, e.g., the cost of transport from factory to 
warehouse, and thus to divert to himself part at least of the 
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wholesaler’s profit. In addition, his trading risks on changes of 
fashion, etc., are multiplied. The most notable examples of 
manufacturers serving the retailer direct are found in the case of 
“branded” goods (e.g., Ovaltine, Shell, etc.), where there is a ready 
and steady sale without any need for the services of the wholesaler. 

Obviously the manufacturer’s main incentive to “direct selling”, 
i.e., sales made direct to the consumer, is the possibility of obtaining 
for himself the profit usually made by the wholesalers and retailers. 

Certain general rules may be laid down in this respect: 

(1) Direct sales are unlikely to be profitable unless the volume of 
business justifies the setting-up of a separate sales organisation. 

(2) The saving of time by direct sales is advantageous where the 
product is perishable. But the producer must be quite certain of a 
quick sale. 

(3) A business producing a varied range of goods is more likely to 
derive benefit from direct selling than one which produces only 
one article. 

(4) The larger the size of the average order the greater, as a general 
rule, will be the benefits of direct selling. 

(5) Direct selling is seldom profitable in the case of a purely seasonal 
commodity, since the sales organisation will lie idle during the 
slack period, unless another line can be run during this period. 

(6) A product that requires considerable technical knowledge on the 
part of salesmen {e.g., accounting machines) is a suitable subject 
for direct sales, since the concern’s own salesmen are best 
equipped to convince the consumer. 

(7) Where the eliminadon of middlemen effects a considerable 
saving, a competitive advantage can be obtained by reducing 
prices. 

IS THE WHOLESALE “lINK” NECESSARY? 

It is frequently contended that the functions of the wholesaler could 
be dispensed with and that the producer and retailer could between 
them perform the duties of the middleman. In general, to the small 
retailer and to the small manufacturer the wholesaler seems essential. 
By operating on a large scale he relieves them of innumerable duties 
which they would find it expensive and difficult to perform. In the 
absence of the wholesaler, as has been seen, the retailer would find it 
necessary: [a) to hold large stocks of a variety of goods, thus locking 
up his capital; {b) to assemble these goods from a number of 
manufacturers or producers, probably widely scattered; (c) to 
arrange for the carriage, packing and grading of the goods; and {d) 
to bear the risks of price fluctuations and changes in fashion. It is the 
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risk-bearing which, in the majority of cases, is the deciding factor. 
The large retail businesses, the supermarkets, large departmental 
stores and multiple-shop concerns, are usually in a strong enough 
financial position to bear these risks and it is in such businesses that 
the tendency to eliminate the wholesaler is most prominent. 
Moreover, they have a large turnover which enables them to buy in 
bulk with less risk of the stock being left on hand owing to changes in 
demand, and they have large warehouses in which to store a variety 
of goods. Some of them, it is true, may need the financial backing of 
the wholesalers and the credit facilities extended by them, but, even 
when they are left with stocks on hand for which the demand has 
fallen, they are in a position to advertise on a large scale and can 
promote extensive “sales”, during which they may be able to get rid 
of their stocks with little, if any, loss. 

Similar advantages and disadvantages accrue to the manufacturer 
who performs his own wholesaling. The disadvantages may broadly 
be considered as a loss of those services which the wholesaler renders 
to the manufacturer, whilst the advantages are chiefly those of 
independence and the saving of the middleman’s profits and 
expenses. 


THE CONTRIBUTION OF THE WHOLESALER TO ECONOMY OF EFFORT 

An important economy effected by the wholesaler is illustrated in the 
diagrams below. Diagram A shows the contacts necessary where 
three manufacturers (M) trade directly with three retailers (R) 
without the use of an intermediary wholesaler. Mine separate contacts 
are required (M x R = 9). Diagram B shows the contacts necessary 
where the three manufacturers employ the services of a wholesaler 
(W) who contacts the retailers. In this case only six contacts are 
required (M -(- R = 6). The use of the wholesaler has reduced the 
volume of work required in order to establish the contacts. 


SOURCES OF SUPPLY 

The sources from which the wholesaler obtains his supplies must, of 
course, depend upon his particular line of business, but, in general, 
the chief of these are: 

(1) The home grower for perishable produce. 

(2) The home manufacturer for manufactured goods. 

(3) Produce exchanges for commodities such as hops, grain and 
metals. 

(4) Commercial sale rooms for coffee, spices, etc. 
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Diagram A; nine contacts necessary 



Diagram B: six contacts necessary 


(5) Import agents for overseas produce and manufactures obtained 
by direct supply. 

It is the wholesaler’s business to seek the most satisfactory sources 
of supplies and to ensure prompt availability to his customers. 

THE wholesaler’s ORGANISATION 

As wholesale merchants buy goods in quantity their undertakings are 
necessarily on a large scale and require careful organisation. This 
organisation, in its broader aspects, closely resembles that of a big 
departmental store, the business being divided into departments, 
each of which forms a separate unit under the charge of a depart- 
mental manager. 

The departments fall into three divisions — administrative, buying 
and selling. The administrative staff is concerned with finance and 
accounts (including credit), correspondence, records, filing and 
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general administration. The number and extent of the other 
departments vary with the size and type of business, but generally 
they inelude the publicity department, the warehouse where the 
goods are stored, the despatch department which includes also the 
invoice department, and the packing sections. 


THE W^AREHOUSE 

As the wholesale merchant sells almost exclusively to the retail trade, 
the question of premises is not as important to him as it is to the 
retailer. The main consideration is that the premises should be 
reasonably accessible to trade customers, and conveniently situated 
for the delivery and despatch of the type of goods stocked by the 
wholesaler. In some cases, particularly for goods of a special or 
technical nature, elaborate display arrangements may have to be 
made. 

Generally, wholesale warehouses are classed according to the type of 
goods in which they deal. There are provision and grocery 
warehouses for such goods as tea, wheat, flour and coffee; drapery 
and clothing warehouses dealing with cottons, woollens and other 
textile products; timber yards, hardware warehouses, furniture 
warehouses, and so on in almost infinite variety. There are also 
subdivisions of these various types. In the woollen trade, for example, 
there may be wholesalers dealing exclusively in knitwear, others 
specialising in carpets and so on. 

An important development in wholesaling warehousing in recent 
years has been the growth of the “cash and carry” warehouse, which 
is, essentially, an application of self-service techniques to wholesaling. 
It was introduced to Britain in 1955. Today, over 500 warehouses, 
with an average size of 11,000 square feet (1,022 square metres) and 
an annual turnover in excess of /)i,250 million are in operation. Iden- 
tity cards are issued to bona fide retailers and covered loading bays 
are available for their vans. Trolleys are collected at the entrance, 
the warehouses are well signposted and cash check out points are 
available. Benefits to the wholesaler include a reduction of costs relat- 
ing to transport, representatives’ salaries and clerical work. The re- 
tailer benefits from savings in time and storage space, smaller finan- 
cial investment in stock and a reduction in administrative work relat- 
ing to despatching orders, checking deliveries and settling accounts. 

Although as a general rule the wholesaler specialises in one class or 
group of commodities, there is considerable variation as between 
wholesalers in the extent to which they specialise. Some, for instance, 
sell only tobacco and cigarettes; others might add to this the selling of 
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confcctionciy, and so on. Again, one wholesaler may stock only one 
article, especially if he is the sole distributing agent for that product, 
whereas another may stock articles of extraordinary variety. In the 
grocer)' trade it is quite common to find wholesalers who distribute 
almost the whole range of groceries commonly stocked by retailers 
and even wines and spirits, and the same applies to the ironmongery, 
drapery and other trades. 

There are considerable differences, too, between the wholesale 
concerns dealing in raw materials and those interested in 
manufactured goods. The latter often hold small stocks. Their 
warehouse is little more than a showroom and may hold either 
sufficient stock to last only for a few days or merely samples of the 
various items of merchandise that the wholesaler is in a position 
to supply. In such cases, the orders may be fulfilled from the 
wholesaler’s own stocks or sent direct from the manufacturers or 
from wholesale suppliers, or partly from one and partly from the 
other. 

In the raw materials trades, conditions are different, especially in 
the trade of imported materials which have to be bought up by the 
wholesaler as the shipments arrive, thus entailing the holding of large 
stocks. Here, again, conditions vary. In the tea trade, for instance, 
the wholesaler draws his stocks from a bonded warehouse and is thus 
relieved of the necessity of maintaining large premises himself. In the 
meat trade, the meat must be kept in special “cold storage”, while in 
the milk trade the reverse conditions are found, the storage required 
being only sufficient to hold one or two days’ supply. 


LOCATING THE WAREHOUSE 

The main questions to be answered are: 

( 1 ) Choice of Site — whether the warehouse should be close to the sources 
of supply, or situated as close as possible to the customers. 

(2) One large depot or several smaller ones. One large warehouse is 
usually cheaper to operate per square metre of usable space but this 
can considerably increase delivery costs. It is often better, where 
large quantities have to be distributed over a large area, to “trunk 
goods to regional depots or satellite warehouses where they are 
broken down for local delivery. The alternatives are contrasted in the 
diagram which follows. The type of goods and the location of 
customers are usually the determining factors. 

Mathematical techniques have been developed for indicating the 
best warehouse location. Direction and volume of traffic from an 
arbitrary point are plotted as vectors. The resultant vector line 
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(found by scale drawing or trigonometry — see diagram below) from 
resolving any two is then resolved with a third, and so on until only 
one vector line remains; the other end of this line from the arbitrary 


(a) Central distribution 



(b) Regi onal distribution 


Sources 
of supply 

Central 
depot 

Regional 

Smallero^n^Ji^^o-^Y'^ depots 

delivery ° ° J 

vehicles 


Trunking 
(large vehicles 
or containers) 



point chosen as the origin represents the point from which transport 
costs (in terms of ton-miles) are reduced to a minimum. 



Resultant is line 
linking opposite 
corners of 
parallelogram 



If several regional depots are favoured (alternative ‘b’), then vectors 
pointing in a similar direction can be grouped and each group 
resolved separately. 

While such calculations can give some indication of where to look, 
the actual choice of site will be determined largely by the availability 
of land of the right type and size (or suitable ready-built warehouse 
accommodation), the price being asked, governmental or local 
authority planning and building restrictions, the availability of 
labour and the ease of access for the transport vehicles required. 
Warehouse requirements should be foreseen and planned many years 
ahead as negotiations and preparatory work before occupation tend 
to be protracted. 
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ORGANISING THE WAREHOUSE 

Tlic work flow can be indicated in diagrammatic form. 


Supplier s account 
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The planning of the staff, machinery and space required to ensun 
the smooth operation of the warehouse should be based on carefu 
work and flow measurement. This needs to be prefaced by a cleai 
understanding of what work is involved and why. 

Little can usefully be said in general terms on details o 
organisation and layout as these must be determined by the type o 
goods handled. Nearly always, the following will need to be 
considered. 

(1) Mechanical handling. Considerable saving of labour and time r 
often possible if the traditional lifts, hoists, hand-barrows and muscle- 
power are replaced by power-operated mechanical handling 
machinery. Movement predominantly in a fixed direction can be 
economically handled by fixed overhead trackways, while fork-lifi 
trucks can move goods in any direction if stacked on hollow wooder 
pallets into which the forks on the front of the truck can engage 
(The pallet is often left by the supplier as if it were part of the 
packaging and empty pallets are collected later.) 

(2) Precautions against fire. The advice of the fire brigade authorities 
should be sought (and heeded) at the planning stage, on safe layout 
fireproof doors and emergency exits as well as on automatic and 
hand-operated fire-fighting equipment. 

(3) Precautions against mistakes in invoicing and packing. The best 
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precautions are a stable and well-trained warehouse staff whose 
members can read invoices and bin labels readily. Experience has 
shown that mistakes are also reduced if items are stored in a logical, 
readily understood sequence {e.g., alphabetical) and clearly labelled — 
both on the item itself, if possible, and the storage bin or rack — with an 
unambiguous verbal title or description and not merely a location or 
code number. If such numbers are needed (as they will be for 
computerised invoicing) they should be allocated in a way that at 
least indicates the category to which the item belongs and, if possible, 
places it in its natural order within the category. 

(4) Precautions against fraud and theft. Care in staff selection and 
vigilance, particularly over receipt and despatch of goods, are called 
for. Access to stocks should be confined to authorised warehousemen 
and supervisors. Particularly valuable items will need particularly 
careful storage, for instance in separate, locked cages with the key 
kept in a secure place and booked in and out each time it is used. 

(5) Precautions against deterioration and damage. The following will 
help: 

{a) Careful instruction of staff in safe handling methods. 

(i) Careful observation and elimination of unnecessary hazards, 
such as steps, dark corners, defective machinery, etc. 

(c) Segregation of goods needing special storage conditions such as 
refrigeration, air conditioning, protection from frost, etc. 

(6) Exceptions. Any system must allow for exceptions to the normal 
flow and must be capable of handling the disposal of damaged or 
unsaleable stock, for returns, replacement of defective goods (without 
returning defective items to the main stock) , claims against suppliers, 
and urgent or priority orders. 


THE AUTOMATED WAREHOUSE 

Technological advances have made possible the introduction of a 
high degree of automation into the warehouse. Thus, the use of 
stacker cranes and gravity flow racks is found in many warehouses 
where high-volume storage presents difficulties of space. Feeding and 
retrieval lanes are preselected by computer so that the crane is 
directed from one location to another with a minimum of delay and 
congestion in shelving areas. Fully-computerised warehouses include 
a computer-controlled order-picking unit which passes instructions to 
conveyors and stacker machines, sorts goods on the basis of retailers’ 
orders received, despatches goods with invoices and updates stock 
files so that stock control is accurate. 
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WHOLESALE ADVERTISING 

In tlic wholesale trade, as in any other branch of business, increased 
sales are usually the aim. How and when the wholesaler shall push 
his goods must depend on his own judgment, but certain methods are 
common to all. Wholesale advertising is directed mainly to “the 
trade”. For much of his business he relies upon advertisements in his 
trade journals and on direct mail advertising by the issue of circulars, 
catalogues and price-lists; this is probably the most productive 
method available, especially for those trades dealing in standardised 
goods. 

In all concerns of any size there is a separate publicity department 
employed in making up lists and catalogues for advertising purposes. 
The department gets its information from the buyers of the various 
departments and produces not only a complete catalogue for the 
whole of the firm’s goods, but also catalogues and price-lists special 
classes of goods and modified lists for seasonal sales campaigns. 

Finally, there is the important sales approach of press publicity. In 
the wholesale trade, press advertising is usually confined to the 
various trade journals circulating the retail trades. The wholesaler 
does not advertise to the consumer, but where he does establish a 
direct link with the consumer he is acting usually in the capacity of a 
mail-order retailer, unless the advertisements specifically ask the 
public to place orders through retailers. 

“branded” goods 

Advertising to the general public, either by wholesalers or manu- 
facturers, requires the assignment to the goods of some mark or des- 
cription — “brand” as it is called — that will enable the public readily to 
identify them as the goods which they have seen advertised. It would 
obviously be useless for a wholesaler dealing in shirts to advertise 
indiscrimately the advantages of wearing those garments. He would 
be spending money to the advantage of all shirt-dealers. What he 
does is to register a trade name for the shirts in which he deals and 
then to advertise under that name or brand. Probably he will buy his 
shirts from several manufactures, but he will sell them all under one 
brand. 

There are many advantages attaching to the registration and use 
of trade-marks and names, the important ones being as follows: 

(1) A special demand for the branded goods can be created by 
means of an intensive advertising campaign. 

( 2 ) A campaign can be entered upon with the knowledge that there 
will be no competition in that particular class or line of goods, so 
that the advertiser may reap the whole fruits of his efforts. 
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(3) The price fixed or recommended by the manufacturer can be 
shown in advertisements so that consumers may know that they 
are not being charged an exorbitant price by the retailer. 

(4) In order to maintain the good reputation attaching to the brand- 
ed goods, the manufacturer is compelled to maintain their quality. 

(5) Once the brand has been brought to public nodce, the cost of 
selling falls, for retailers have sufficient confidence in the goods 
order without inspecdon of samples or the persuasion of 
salesmen. 

The wholesaler is not the only one who benefits from this form of 
publicity. The retailer, too, shares in the benefits. He derives the 
advantages of a national publicity campaign which brings more 
customers to his shop. Further, he is assured of a more or less 
stabilised demand for the branded goods which have been brought to 
the public notice. 


EXECUTION OF ORDERS 

Orders for goods may be received either through the post, through 
representatives or by visits of customers to the warehouse. The orders 
are received by the administrative section by whom copies are made, 
and the originals are filed in a special file kept for orders received but 
not executed. This system of filing can be subdivided for orders to be 
executed immediately, orders to be executed in the future (in date 
order), and orders to be executed by instalments (also in in date 
order). 

When a customer attends personally to give orders, a special form 
is employed on which details of the order are made and initialled by 
the buyer who also makes a note of the order in a memorandum 
book. If the customer’s order affects several departments, details are 
entered in the memorandum book of each buyer, and the order form 
is then sent to the administrative staff, by whom copies of the 
component parts of the order are made for the use of the various 
departments, and the special order form is placed in the “orders-to- 
be-executed” file. 

The duplicate orders made out by the administrative staff are sent 
to the departments concerned, accompanied by a copy showing col- 
lectively the details of the whole order. The various departments then 
proceed to collect the goods required, taking care that the goods are 
of the correct quantity, quality and price. Details of the order are 
then entered in the buyer’s “orders-received-and-executed book”, in 
each case showing the customer’s name and address, the quantity 
and price of the goods, and the date when executed. Finally, the 
duplicate order is dated and initialled by the buyer or his assistant. 
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DESPATCH DEPARTMENT 

The goods arc next taken with a packing slip to the packing section 
of the despatch department, when they are again checked, and, if 
found to be correct, the slip is initialled and dated by the packer. In 
those cases where goods from several departments are contained in 
one order, the packer will assemble the goods in order that they may 
be despatched to the customer as one consignment. 

In the home trade it is usual for each firm to deal with its own 
packing and forwarding, since the firm itself should be in the best 
position to judge the requirements best suited to its own line of goods 
and to its customers. In the export trade, however, it is common to 
leave this task to a firm specialising in a particular foreign market, in 
which case both the packing and despatch are often carried out by 
tlte one concern, which also attends to shipping formalities. 

As each article is packed, the packer ticks it off on the packing slip, 
and when all the goods are packed, he forwards the slip to the 
invoice section of the despatch department and sends the packed 
goods on to the actual despatch section. 

The invoice clerks make out invoices in duplicate or triplicate, 
preferably the latter as one copy can then be sent to the customer by 
post, a second to the administrative section, and the third, detailing 
the quantity of goods, can be sent with the consignment to the 
customer in the form of a delivery note. The duplicate order is 
attached to the original order which may then be transferred from 
the “orders-to-be-executed file” to the “orders executed” file. 

In the case of export orders it will frequently be necessary to com- 
plete certified customs or consular invoices on the prescribed forms. On 
these it may be necessary to show, in addition to other details, net 
and gross weights of the goods and packages and the country of origin. 

The despatch clerk enters the particulars of each consignment in a 
book kept for that purpose, taking special care to see that both the 
date of despatch and the method of carriage are clearly stated. When 
the goods have actually been sent, the de.spatch clerk initials the dupli- 
cate order, inserts the date and the method by which the goods have 
been despatched, and sends the order on to the administrative section. 

The accounts department will in due course debit the customer’s 
account with the amount of the invoice, while the corresponding 
credit will be included in the total of the day’s credit sales. 

GOODS RETURNED 

Many wholesale warehouses make it a practice to accept goods 
returned, provided they are in good condition and the customer has a 
valid reason for refusing to accept them. 
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In such cases, a section of the warehouse should he allotted to the 
receipt of goods returned, and each case should be treated on its 
merits. The goods should be examined to see that they are in good 
condition and that they are the identical goods that were despatched 
from the warehouse. The amount claimed by the customer on 
account of the return should be checked with the copy of the invoice 
sent to him and with the amount debited to his account. If no invoice 
or entry relating to the goods can be traced, inquiries should be made 
immediately of the buyer of the department concerned (who should 
have particulars entered in his orders-received-and-executed book) 
and of the administrative section (where an entry should be found in 
the sales books) . If all is in order and the goods are fit for re-sale, they 
must be returned to the buying department concerned and full 
particulars sent to the administrative staff which will pass on 
instructions to the accounts department. The buying department will 
pass the returns into stock, making a note in the orders-received-and- 
executed book and on the stock cards. The accounts department will 
make out a credit note in duplicate, the original being sent to 
the customer and the duplicate used for entering particulars in the 
returns inwards book, whence a transfer will be made crediting the 
customer’s account in due course. 

Where goods are returned because they are not in accordance with 
the customer’s order, efforts should be made to trace the cause of the 
mistake and the customer should be sent a written apology for the 
error and the delay. The goods may then be taken into stock and, 
provided the customer has not cancelled the order, other goods 
conforming with his instructions assembled, under the same 
procedure as the original order, and despatched by return. It is 
preferable to give the customer a credit note and to charge the new 
goods out in the ordinary way rather than to alter the particulars in 
the various forms and books of account. A similar procedure applies 
in the case of damaged goods, except that the goods are not, of 
course, returned to the ordinary stock. 

COMPUTERISED EXECUTION OF ORDERS 

The procedures described above lend themselves with relative ease to 
computerised techniques. In a number of wholesale organisations a 
computer installation is programmed to receive and acknowledge 
retailers’ orders and to transmit those orders by screen display to an 
operational unit which arranges for their despatch. Despatch notes, 
invoices and discount particulars are recorded by the computer 
which, in accordance with its program, then updates retailers’ records 
and warehouse stock files. 
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CHAPTER TWENTY-FOUR 

The Retail Trade — /; Types of Retail Outlet 


In the system formed by the flow of goods along channels of 
distribution, the retail outlet forms the final link in the chain leading 
from manufacturer to ultimate consumer; it is, effectively, the 
“supply-demand interface”. It is at this point in the system — the shop — 
where goods, exchanged for money, pass from retailer to customer, 
that the purpose of production in the market economy is finally 
achieved. 

Retail outlets in an economy characterised by competition differ 
from one another in a variety of ways, e.g., size, organisation, selling 
arrangements, type and variety of merchandise carried. These 
matters emerge in the review given in this chapter of the types of 
outlet enumerated on pages 295-6, based on the character of the outlet. 

THE INDEPENDENT STORES 

The “corner shop”, providing a personal, informal service, the 
specialised jewellery shop offering expertise of a high order, 
controlled and staffed by its proprietor and an assistant or two, the 
small chain group of four or five branches trading at convenient 
points in shopping centres on small housing estates, exemplify the 
independent stores which, in 1977, formed almost 80 per cent of the 
U.K.’s retail outlets, with 42 per cent of the total market. (The 
comparative figures for the United States were 65 and 40 per cent.) 
The Census of Distribution defines the independent store as a retail 
organisation with less than ten branches. The independent retail 
sector has for long attracted the small-scale, individual entrepreneur; 
of this sector it has been said, “. . . the qualifications for membership 
are minimal and one goes into business simply by ‘opening the door’, 
but while the initiation fees are deceptively low, the attending risks of 
failure are high.” As a result of increasing competition, from the 
multiples in particular, the independent stores have been giving 
ground in recent years. 

Advantages of the independent store stem from site convenience, 
personal interest of the owner in store operations and the 
maintenance of customer goodwill, flexibility of opening hours and 
die general rapport with customers which results from informality in 
trading arrangements. 

Disadvantages stem from lack of capital, specialist expertise and, in 
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many cases, an inability to change operations so as to conform to 
altered shopping habits. The onerous clerical tasks which now 
include the preparation of V.A.T. returns often present severe 
administrative difliculdes for the small trader. (A recent estimate 
which suggested that as many as 10,000 small food shops do not 
make any significant profits for their owners, implied that problems 
of administration were responsible in large measure.) 

In the past fifteen years the general decline in the fortunes of the 
independents has been halted by the formation of voluntary trading 
groups (23 in 1978) such as the VG and Spar grocery organisations, 
■\vhich allow groups of small retailers to operate with a unified 
wholesale organisation which deals in standardised, branded pro- 
ducts while allowing retailers to maintain their individual, indepen- 
dent status. Many small retailers have increased their sales as the 
result of the planned programme of promotional offers and point-of- 
sale advertising material designed by the voluntary groups; selling 
space has been used more productively as the result of expert 
guidance from the groups’ professional, specialist advisers; stock 
selections have been improved and shops have been made more att- 
ractive and efficient as a result of the groups’ merchandising advice 
and support. Cash and carry warehouses, dealing with the retail 
trade only, have proliferated in recent years, passing on to the inde- 
pendent traders savings resulting from bulk-buying discounts. 

The future of the independent retailer in the U.K. is by no means 
assured. On the one hand it is difficult to foresee the total disappear- 
ance of the small neighbourhood store which, in many areas, is a 
vital and integral part of the community. One the other hand, spir- 
alling rents, rising labour costs and a continuing intensification of 
competition from the large-scale retail stores are bound to result in 
increasing pressure on margins. It is, perhaps, in the further exploita- 
tion of the independent retailer’s few competitive advantages, such as 
the provision of a personal service, that his future may rest. 


THE MULTIPLES 

Stores of this type are defined as “retail firms which own and operate 
ten or more branches selling a similar type of merchandise’’. They 
are exemplified by organisations such as Boots, Burtons and the large 
variety chains, such as British Home Stores, Littlewoods, Marks and 
Spencer and Woolworth, the latter with over 1,000 branches. In 
1977, 14 per cent of shops in the U.K. were branches of multiple 
organisations, responsible for 40 per cent of total retail sales. 

The multiple type of retail outlet developed in this country from 
patterns set by Singers (who operated over 150 shops in the 1870s), 
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W. H. Smith and the Home and Colonial Tea Company, for 
example. The Boots Pure Drug Company opened its first store in 
1888, one year later than the first “penny bazaar” operated by Tom 
Spencer. In the inter-war period the multiples expanded their sales in 
household goods and clothing in stores which tended to be 
concentrated in the North of England. Today the multiples include 
some of the most profitable organisations in the distributive trades 
and occupy prime nodal positions in the central shopping areas of the 
country. Some have ventured, with varying degrees of success, into 
the continental shopping areas of the E.E.C. 

The multiples are characterised by centralised buying and de- 
centralised selling, i.e., the buying is sharply separated from the 
selling, so that a central buying office may be responsible for buying 
merchandise for the entire group, while the selling function is the 
responsibility of local branch managers operating under the general 
control of district supervisors or local inspectors. Ranges of mer- 
chandise tend to be restricted to fast-selling lines, with sales floor space 
planned on the basis of “proportional footage”, i.e., the larger the 
volume of a line sold, the greater the footage it receives. Centralised 
stock control, often utilising electronic data processing, bulk-buying, 
standardised administration and displays and expert general adver- 
tising, based on control from a head office, lead to a fast rate of stock 
turn and to the general economies of large-scale enterprise. 

The advantages of the multiple store retailing operation are 
considerable. Thus, for example, standardised procedures, lead not 
only to the advantages stated above, but also to economies resulting 
from the capacity to remedy shortages of stock at any one branch by 
transfers from another. Staff interchange and standardised training 
procedures are also advantageous. The many branches of a multiple 
organisation are able to cater efficiently for large numbers of 
customers at a comparatively short distance from their homes. Cash 
transactions in the stores and a general absence of credit and delivery 
facilities eliminate a number of problems, such as delivery charge 
collections and bad debts. The policy of cash refunds where goods are 
less than satisfactory builds customer goodwill. A centralised 
administration is able to employ the specialist services of experts m 
site location, buying and designing. The use of automated 
warehouses results in economies in delivery to branches. Finally — nnd 
of much importance — losses at some branches can be absorbed by 
others. 

There are, however, disadvantages in this type of retailing. For 
e.xample, it is said that centralised control from head office tends to 
remove scope for initiadve from branch managers to meet local, 
specialised conditions. Lack of credit and delivery' facilities may lose 
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customers and the lack of the personal touch, associated with the 
small independents, may repel customers. Finally, costs of storage of 
merchandise and distribution to branches can be very heavy. 

The multiples continue to expand, particularly at the expense of 
the small, independent trader. In general, they are least successful 
where demand for goods is narrow and widely-fluctuating and where 
customers expect a personal service; they are most successful where a 
restricted range of fast-selling items is in heavy demand. Above all, 
the benefits of centralised control are highly significant, so that one 
branch of a multiple becomes an advertisement for other branches. It 
has been said of this type of outlet: “As long as the goods sold are of 
good quality in relation to their price, there seems to be no limit to 
the number of branches which a highly organised and efficient 
concern may control.” 

A chart showing a typical multiple retail organisation is given on 
page 319. 

THE DEPARTMENT STORES 

A department store may be defined as a store having 25 or more 
persons engaged in selling in a number of separate departments a 
wide range of commodities, notably clothing and household goods. 
The 800 departmental stores in the U.K. include such world-famous 
names as Selfridges, Harrods and John Lewis. In 1977, department 
stores took about 6 per cent of the total retail trade. Four groups 
(Debenhams, John Lewis Partnership, House of Fraser and Sears 
Holdings) control about half of the country’s department stores. 

The department store originated in France with the founding of 
Bon Marche in 1852 by Aristide Boucicaut. Although his merchandise 
assortment was similar to that of many competing stores, he was 
responsible for a number of innovations in selling: merchandise was 
sold at a small markup, smaller gross margins being compensated by 
higher sales volume and increased stock turn; merchandise was 
offered at fixed, marked prices; entrance to the store was free and 
there was no pressure on anyone to buy; customers were given the 
right to exchange merchandise or have money refunds. The success of 
this and similar department stores was said to be that “their founders 
understood that, to a new social system whose needs and habits were 
changing, it was necessary to offer, on the best possible terms, means 
of satisfying tastes for elegance and comfort unknown to previous 
generations” (G. Michel). 

Growth of the department store in this country, which was based 
on early patterns set by William Whitely and Harrods, for example, 
reflected the rise in middle class income levels, an increased 
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availability of different types of merchandise from a variety of sources 
and the growth of urban concentrations of population. The 
department store, carrying a wide selection of merchandise in 
premises which are often set out in lavish manner, has become an 
imposing and familiar landmark in many towns, in which its very 
presence acts as a principal “shopping magnet” for the area in which 
it is located. 

The essential feature of department store trading is the offering 
under one roof of a complete range of services, so that the customer is 
able, in one shopping expedition, to view a large selection of goods 
and to utiUse a number of additional services, such as tourist offices, 
hairdressing parlours, etc. Each department in the store is virtually a 
complete shop in itself and is able to specialise. Risks can be spread 
over all the merchandise and — as always in this type of retail operation — 
large-scale, creative merchandising is possible. Each department in 
the store advertises the others and customer goodwill is increased. 

The advantages of department store retaihng are implicit in what 
was said in the paragraph above. Additionally, there is the 
advantage derived from trading in a central site. Further, the 
advantages of division of labour are available; specialist staff can be 
employed in merchandising, display, advertising and training. 
Standards of service are usually good and special promotions on a 
large scale attract customers. The many services available, e.g., 
dehvery fleets and theatre booking facilities, also attract customers. 
An added attraction is the availability of credit facilities {e.g., budget 
accounts involving monthly sums paid by the customer, charge accounts 
involving periodic invoicing and extended credit based on interest-free 
credit allowed on selected merchandise). In recent years, the process 
of leasing departments in return for a rent, whereby “shops within 
the store” are operated by the lessees, has resulted in a further 
extension of merchandise sold by specialised sales staff. 

The department store has been criticised on a number of grounds. 
The very elaborate surroundings and amenities which have come to 
be expected by its customers have increased overhead expenses so 
that unit costs have risen sharply. Further, overheads such as rent 
and rates are often much higher than those of competing businesses 
operating away from the central shopping areas. The large pro- 
portion of non-selling space to total shop area in many department 
stores has been criticised as wasteful in terms of return to invested 
capital. Lack of parking facilities, exacerbated by the heavy traffic 
associated with central shopping areas, has affected department store 
trade. Finally, the deterioration of some urban centres in which the 
stores were built and population shifts may have been reflected in 
trading figures. 
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managing director or the assistant managing director. The members of the committee are the controllers of the seven divisions 
mentioned above, namely merchandise, sales, maintenance, personnel, counting house and offices, transport and finance. 

Organisation of a typical department store 
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Recent decades have seen what is interpreted as a decline in the 
importance of those competitive advantages which led to the 
founding and growth of die department store. Central locations, free 
deliveries, extensive buildings — the very characterisdcs of the 
department store which symbolised its unique nature — have become 
the very factors responsible in part for transforming the store into a 
high cost retail oudet. Department stores have responded to this 
situation in a variety of ways: programmes of alteration and 
redecoration have transformed some sites; attractive house styles and 
the presentation of an extended range of “own-label” merchandise 
have stimulated demand; the development of staff training 
programmes and management expertise have contributed to higher 
productivity. 

A diagram showing the organisation of a department store is given 
on page 322. 

THE CO-OPERATIVE STORES 

The essence of co-operative trading philosophy is mentioned on page 
12. From the opening of the first store in Rochdale in 1844, co- 
operative retailing has spread rapidly. Today, over 7 per cent of the 
country’s retail trade is carried out by over 200 co-operative societies 
(with 10-7 million members in 1977). Co-operative retail trade, 
based on 11,700 shops employing 135,000 staff, amounted to ^^2,400 
million in 1977. The largest retail society. Co-operative Retail 
Services, has over 1-5 million members and annual sales of £"^^0 
million. The London Society has over one million members and 
annual sales of ;^i6o million. Almost 80 per cent of the Movement’s 
sales stem from 50 of its societies. 

Over 70 per cent of the Movement’s sales is in foodstuffs; 20 per 
cent is accounted for by “dry goods” {i.e., clothing, other textiles, 
footwear and furnishings); 10 per cent by solid fuel, ehemists’ goods, 
etc. Over one-third of the milk retailed in the U.K. is sold by the 
Movement. 

Membership of a society is open to anyone on payment of a few 
pence towards a share. Societies are governed by boards of directors 
elected from the membership. Democratic control reflects the 
concept of one person, one vote. Dividends are based on purchases, 
not share-holding. Most societies now use the National Dividends 
Stamp Scheme, operated by the C.W.S. Stamps are given to 
customers in proportion to their purchases; full books of stamps may 
be redeemed for cash, exchanged for goods or placed as a deposit in a 
share account. It is estimated that, sinee 1844, almost ;^2,ooo million 
has been returned to members of the societies in the form of dividends. 
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The Co-operative Movement’s retail outlets generally enjoy the 
advantages of the techniques of mass distribution, resulting from 
large capital resources, bulk-buying, automated warehouses, etc. The 
corporate identity of the movement and the involvement of many 
members in its direction are said to create customer loyalty of 
unusual dimensions. 

The Movement has suffered, however, from certain disadvantages. 
The system of control of societies has been said to induce an 
unwillingness to take risks, to close inefficient branches and to 
abandon unprofitable selling lines. Further, the influence of the 
dividend on customers may have diminished in recent years, so that 
it no longer constitutes a competitive advantage over the privately- 
owned store. 

In recent years the fortunes of the Movement have varied. The 
decline in market share which characterised the 1950s, the liquidity 
crisis of the late 1 960s, have been met by a reorganisation of internal 
management structures, an increase in the number of mergers and an 
extension of trading operations so that, in the 1970s, trade has 
revived. The Movement is able to draw on considerable reserves of 
customer loyalty and its innovating spirit (which was responsible for 
the first employment of self-service techniques in a supermarket in 
Britain and the development of multiple stores) is impressive. It 
remains an organisation of vast potential. 

The structure of the Co-operative Movement is shown in the chart 
on page 325. 

THE SUPERMARKETS 

A supermarket is defined as a self-service retail outlet with a 
minimum selling area of 4,000 square feet (372 square metres), 
having three or more check-out points and offering a full range of 
foodstuffs and household requisities. Its operational methods are 
based on: high turnover of low unit value merchandise at low prices; 
mass displays of goods with importance attached to impulse-buying; 
wide range of brands; store lay-out facilitating rapid movement of 
customers; check-out areas acting as focal points within the store. 

The supermarket originated in the United States; the first British 
supermarket was opened in Edgware by the Co-operative 
Movement in 1953. Its rapid spread is said to have reflected the 
existence of a number of social, economic and technological 
developments of the 1950s: the repeal of resale price maintenance, 
which led to a fall in retail prices; full employment, which led to staff 
shortages, giving an impetus to the development of self-service 
techniques; the growth in the number of working wives who had 



CONSUMER MEMBERS 

England and Wales 9.4 million 
Scotland & Ireland 1.3 million 



Structure of the Co-operative Movement Source: C.W.S. 

(as at January 1978) 

(Bold lines show the direct control of the Co-operative Union by retail societies and the C.W.S. , also the direct control of the Wholesale Society by retail societies. 
Dotted lines show the composition of various bodies and indicate how control is ultimately in the hands of the retail societies, representing their members.) 
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little time for shopping and who preferred the “one-stop” shop; the 
use of new techniques of selling involving refrigerated selling units, 
new packaging materials and electronic cash registers. 

Today, Britain’s 5,000 supermarkets account for 45 per cent of all 
retail grocery sales. They are often located in the main shopping 
centres and the range of goods offered has widened so as to include, 
e.g., chinaware and clothing in addition to foodstuffs; the result is the 
conversion of many supermarkets into wide-range outlets catering for 
large numbers of customers. 

Advantages of supermarket retailing include speed and 
convenience for customers and selective price-cutting which has 
increased effective demand. Further, the relatively low proportion of 
labour costs to other operating costs in the supermarket has resulted 
in a lower level of overall costs, the benefits of which have often been 
passed on to the customer in the form of selective price reductions. 

Disadvantages include the formidable problem of security in the 
store. Additionally, there is the difficulty generated by the check-out 
point which, if manned inefficiently, can hold up customer flow. 
Attempts have been made to solve this problem by the use of 
queueing theory, but with few dramatic results. 

The supermarket is now established as an important retail outlet 
and its selling techniques have spread to other types of store. 
Supermarkets operated by firms such as Sainsburys, Tesco and Fine 
Fare are now among the most efficient units in the distributive 
trades, their operations being characterised by intensive market 
research, sales of a very wide range of merchandise and attractive 
displays. 

THE HYPERMARKETS 

Retail outlets of this type, exemplified by Carrefour, at Caerphilly, 
are stores with the following characteristics: at least 50,000 square 
feet (4,654 square metres) of selling space situated on one level only; a 
very wide range of food products and non-food items; self-service 
methods with payment made at one point in the store, comprising 15 
or more check-out units; free car parking in an area of at least three 
times the size of the selling area. 

There are about 70 stores of this type planned for this country at 
the present time, in contrast to the 700 operating in the E.E.C. The 
slow rate of growth may reflect difficulties in obtaining planning 
permission. A directive from the Department of the Environment 
applies the following criteria to hypermarket planning permission: 
there is to be no undue disturbance of existing retail patterns in an 
area as the result of the opening of a hypermarket; there is to be no 
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resulting traffic congestion; the chosen site must be environmentally 
suitable. 

The opening of Carrefour in 1973 at Caerphilly (twenty years after 
the opening of the first hypermarket in France) resulted in a swift 
reaction from local traders who claimed that they had experienced a 
20 per cent fall in sales. Investigations did not entirely bear out this 
claim, but there is little doubt of the hypermarket’s reputation as a 
threat to the small trader. 

Carrefour opened with a selling area of 56,000 square feet (5,203 
square metres), 26 check-out points and 290,000 square feet (26,942 
square metres) of parking space. Mass merchandising methods were 
employed in combination with a policy of discoundng. Experience in 
the first years of trading indicated the existence of a pattern of selling 
based on the majority of sales being made in evening hours and on 
Saturdays. The operadon has been ver)- profitable and has 
encouraged other firms to seek planning permission for the 
construction of similar stores. 

Advantages of hypermarket retailing turn on the low costs and 
prices and the convenience of self-scr\'icc, in addition to the wide 
range of commodities on offer which characterise “one-stop” 
shopping. Parking facilities draw customers from a wide shopping 
area and crowded shopping centres in towns may be relieved by the 
hypermarket which is usually 2-4 miles from town centres. 

Disadvantages attending the operadons of hypermarkets include 
the encroachment of retailing units on green belt areas and an 
extension of traffic problems near the sites. Some local authorities 
doubt the wisdom of creating surplus trading capacity which results 
in declining rate revenues from small traders and a fall in the 
provision of shopping facilities for non-car owners. 

THE SUPERSTORES 

These outlets are defined as stores having the following general 
characteristics: a selling area of at least 20,000-30,000 square feet 
(1,858-2,787 square metres) on one level; a very wide range of food 
and non-food products at discounted prices; availability of some self- 
service facilities; 10-20 check-out points; free car parking facilities of 
1—3 times the area of the selling space. There are over 60 such stores 
in Britain; ASDA’s superstores in the North and Midlands are typical 
examples. 

Essential differences between the hypermarket and the superstoio 
are. hypermarkets invariably operate mass merchandising 
techniques, but this is not always so in the case of superstores; 
ypermarkets operate self-service techniques with check-outs usually 
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in one central point, but superstores may use other methods; car 
parking spaces are calculated on the basis of different ratios. 

The advantages and disadvantages of the superstore are generally 
similar to those of the hypermarket. 

THE MAIL ORDER ORGANISATION 

Mail order involves selecting merchandise from an illustrated 
catalogue or leaflet and placing an order by post or through an 
agent. This type of retailing originated in the United States with 
Montgomery Ward (1872) and Sears Roebuck (1893), whose 
customers were mainly rural farmers isolated from trading centres. 
Today, mail order organisations in the U.K. enjoy 4-5 per cent of the 
retail market, with an estimated turnover of 1,400 million, 
representing 8-5 per cent of the country’s non-food sales. Catalogue 
sales between 1970-76 grew by 152 per cent, involving 15 million 
customers. 

Three types of mail order organisation are common: the small 
firm, specialising in one line, e.g., radio equipment, and advertising 
in newspaper and specialist periodicals; the department store postal 
service section; the large-scale warehousing firms which send out 
catalogues and are served by agents who earn up to 10 per cent 
commission on sales. This latter category of organisation is 
dominated by Empire Stores, Freemans, Grattans, Great Universal 
Stores, Littlewoods and Myers; they take almost 90 per cent of mail 
order trade. 

Not all commodities lend themselves to the mail order operation. 
Typically, goods to be sold by mail order should be designed and 
marketed to satisfy a well-defined consumer need; they should lend 
themselves to pictorial representation in catalogues; they should not 
require back-up services; they should be suitable for delivery by road 
or rail. Technically-complicated goods may not always be suitable. 
The market in the U.K. is based on clothing and footwear (50 per 
cent) and household goods (30 per cent). Radio and television form 
an increasing percentage of the total figure. 

The advantages of mail order trading include the virtual 
elimination of salesmen’s salaries and shop rents. Sales appeal can be 
designed by experts and not left to individual sales staff. Large-scale 
economies resulting from bulk-buying and the use of automated 
warehouses are made possible and risks can be spread through 
diversification. Operations within the organisations can be reduced to 
routine, so that little skill and training are required. Easy credit 
facilities attract custom and advertising can be carried out effectively, 
since results can be monitored accurately. 
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Disadvantages stem from the lack of personal contact with the 
customer. Further, a stereotyped sales appeal cannot be varied to suit 
individual tastes. Only a limited range of goods can be sold by this 
method and \'er)' heavy advertising costs are needed to maintain 
sales. Large stocks must be held and there is always a difficulty on 
forecasting long-term trends and reacting swiftly to sudden changes 
in fashion. Finally, road and rail deliveries, on which the success of 
the operation depends, are not always free from interruption. 

The share of mail order firms in the retail market grew rapidly 
between ig6i-66; it slowed down from 1966-71; it is now increasing. 
Market research to discover the socio-economic characteristics of a 
firm’s customers has been intensihed, computer techniques have been 
applied to problems of stock control and sales promotion has 
improved — one firm uses a film to describe its mode of operation, 
another distributes a monthly newspaper to agents and customers, 
relating to company developments. The factors of convenience 
associated with mail order selling — no crowded stores, time to make a 
selection of goods free from sales pressure and no need for a cash 
payment when the request for goods is made — appear to offer a 
growing market to those operating in this area of retailing. 

THE DISCOUNT STORES 

Stores of this kind, typified by firms such as Argos and Comet, are 
based on the retailing of branded goods well below recommended list 
prices, minimal customer services and facilities, and self-service 
techniques. 

The discount stores developed in the United States in the late 
1930S. In this country they flourished only after the abolition of resale 
price maintenance in 1964. They can be categorised thus; “open 
showrooms”, maintained by manufacturers or wholesalers, selling to 
the consumer at less than regular prices; “closed stores”, selling only 
to special customers affiliated to recognised groups below regular 
prices; “open discount stores”, based on high volume, low-markup 
operations involving nationally-advertised, easily identifiable 
branded goods that enjoy wide acceptance; “discount department 
stores” in which a wide variety of merchandise is displayed under one 
roof and retailed in semi-supermarket style (the Woolco store at 
Oadby is an example). 

A typical discount store will be based away from the central 
shopping centres, often in a relatively low-rented area, served by a 
large car park. Branded durables will be offered, generally on a cash 
basis, at 10-25 cent below regular retail prices in surroundings in 
which amenities may be few. The goods may be selected by reference 
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to a catalogue and to samples. They will be passed to the customer, 
often in manufacturers’ cartons, and carried away by him. 

Advantages of this form of retail include the benefits of low 
overhead costs and maximum turnover from minimum capital 
outlay, which can be passed on to the customer in the form of 
reduced prices. National advertising added to strong price appeal 
can increase demand, and self-service minimises delivery delays 
associated with some types of merchandise. 

Disadvantages arise from the absence of amenities for customers. 
Further, choice is limited where consumers may select from only a 
limited group of fast-selling lines. 

The recent development of discount trading has changed the style 
of selling associated with the earlier stores. Spartan, undecorated 
premises and goods displayed on trestle tables have given way to 
carpeted selling areas, carefully-designed display units, trolleys in 
which goods can be carried to customers’ cars; in some cases, credit 
facilities and delivery facilities are now available. Advocates of this 
type of retailing point to the rapid growth in the types of 
merchandise now on offer in discount stores; the initial concentration 
on electrical appliances and hardware has given way to include a 
wider selection including food, textiles, furniture and decorating 
supplies. They argue that the discount store will continue to flourish 
as customers become aware of having to pay in the traditional shops 
for services they do not want. The discount stores are now facing 
growing competition from the hypermarket and the superstore; some 
have responded to the challenge by increasing amenities, e.g., cafe- 
terias, car-service centres and complete credit services. 

OTHER FORMS OF RETAILING 

“Non-Store” types of retailing include the following: 

(a) Mobile shops and market stalls. There are an estimated 32,000 
mobile shops and market traders’ stalls, employing around 
38,000 people. The mobile shops are concerned mainly with 
sales of food: two-fifths specialise in groceries; one-fifth 
specialise in meat; the remainder deal in hardware, paraffin, 
etc. Co-operative societies control a large number of mobile 
shops serving housing estates and suburbs. 

(b) Automatic vending machines. There are now over half a million 
automatic selling machines in operation in the U.K., offering-'" 
at all times of day and night — cigarettes, confectionery, drinks, 
prepared foodstuffs, stamps, etc. 

(c) Kiosks. These small outlets offer a ver^' limited range of cheap 
consumer lines such as cigarettes and sweets, newspapers and 
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magazines. They lend lo be sited where customer flow is 
heavy, e.g., in or near railway stations where impulse buying is 
likely to be common. 

[d) Home-selling. This retail activity involves visits by agents to 
homes in which selling results from a selection made by 
perusing catalogues and other promotional material. An 
example of this type of opcradon is that carried on by the 
Avon organisation which offers about 800 products through a 
network of 100,000 part-time reprcsentadves. Personal service 
characterises this form of retailing. 
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CHAPTER TWENTY-FIVE 

The Retail Trade — II: Retailing Operations and 
Consumer Legislation 


Retailing operations have as their aims, on the one hand, the 
satisfaction of consumer demand and the maximisation of customer 
goodwill and, on the other hand, the optimisation of return on the 
retailer’s investment. In pursuit of these aims the retailer exploits the 
dijferential advantages available to him; these advantages derive from, 
e.g., store location, store lay-out, buying acumen, pricing. 

STORE LOCATION 

Where the retailer is presented with the choice of a number of 
alternative trading locations he will be guided in that choice by 
overall factors such as the nature of his trading operation (a discount 
store and a small branch of a supermarket chain will not necessarily 
require the same type of site), the costs involved and the trading 
potential of the site. Location of the selling unit is a major influence on 
the level of retail profits and long-term chances of success; it requires, 
before site decisions are taken, a careful analysis which may begin 
with a consideration of “area” problems. 

CATCHMENT, SHOPPING AND DEVELOPMENT AREAS 

A catchment area” is the geographical area from which a shopping area 
(see below) tends to draw its customers. Its structure and potential may 
e estimated by an examination of factors such as: population and 
age-structure, strength of retail competition in the area; accessibility, 
!.r., travel facilities and parking space. 

The shopping area” is the area from which an individual store tends to 
draw Its customers. The determinants of a shopping area’s potential 
include local levels of employment, purchasing power, competition, 
traffic flows, etc. 

The development area” concept is based on general possibilities of 
grown apparent in a geographical area, e.g., expected population patterns 
and purchasing power, general employment prospects, planning and 
other legal regulations affecting the growth of trade, prospects of 
availability of an adequate labour force and long-term changes in the 
pattern and intensit)' of competition. 

A recent surv'ey has suggested figures for minimum “trade support 
populations necessar)' if a new entrant into a trading area is to 
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succeed; they indicate: for a grocery store, 750-1,000; butcher, 2- 
3,000; chemist and newsagent, 4-5,000; fishmonger, 5-12,000; 
medium-sized supermarket, 20,000. 

THE “saturation INDEx” 

A firm choosing a site in an area may be guided by a consideration of 
the existing level of competing retail facilities within that area so that 
it can avoid entering a district which is “saturated”. Store saturation 
has been described as “a condition under which existing store 
facilities are utilised efficiently and consumers’ needs are met 
adequately”. Where the firm choosing a site has nothing to offer 
which will differentiate it from existing firms, i.e., where it has no 
differential advantage which it can exploit, there is no gain to be 
derived from its setting up on that site. 

A measure of area store saturation is given by the index of saturation 

(I), based on the number of consumers in the trade area (C), the 
average current expenditure on the type of goods to be retailed by 
the newcomer within that area (E) and competing retail facilities in 
the area measured, e.g., in terms of selling space (F). Given these 
PF 

factors, then I The index can be used to suggest the “break-even 

point” below which a new entrant to the retail area cannot trade 
effectively. 


SITE SELECTION IN PRACTICE 

A large retail organisation will generally take into account the 

following specific matters when considering a possible site in an area 

which appears to offer possibilities for effective trading operations: 

(1) General statistical data for the area, e.g., actual and projected 
population figures and trends, local family expenditure, average 
family size, employment levels, housing plans and pedestrian 
traffic flows. 

(2) Location of the site in relation to the wider geographical market. 

(3) Competition, actual and potential, e.g., existing shops selling similar 
lines, plans for future shopping development in the area, size of 
existing retail labour force, ratio of existing multiples to 
independent stores. 

(4) Potential of site, e.g., planned growth of transport and parking 
facilities, plans for development of adjoining areas, possible 
emergence of detrimental environmental characteristics, such as 
the deterioration of buildings in the area. 

(5) Finally: “Is this an area in which we ought to trade, given our 
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image and our long-term plans?” An affirmative answer is 
required if the proposed site is to be eonsidered further. 


MERCHANDISING OPERATIONS 

Retailers, no matter what the type or size of their stores, have the 
same fundamental operational tasks — deciding on lay-out, buying ap- 
propriate merchandise, controlling and protecting the stock of mer- 
chandise, calculating selling prices for individual items of stock, 
maintaining or improving rates of stock turnover, providing an ap- 
propriate level of after-sales service and observing the provisions of 
statutes relating to consumer protection. 


STORE LAY-OUT 

The retailer’s decisions on the lay-out of his store will be of much 
importance for the overall success of his general merchandising oper- 
ations. “Lay-out” refers to the methodical and planned arrangement 
of the material components of his store so as to achieve maximum 
productivity. His objective will be the arrangement and utilisation of 
space (vertical and horizontal), fixtures and stock so that customers, 
sales staff and merchandise are combined in the selling operation as 
efficiently as possible. Attainment of this objective will generally 
necessitate the store’s appearance being attractive and inviting. 
Display of stock, point-of-sale advertising and general adverdsing 
material are of importance; posters and similar visual displays ought 
to be attractive, informative and persuasive. 

Lay-out will be governed primarily by the size and shape of the 
building and the shopping area within, the number of floors, location 
of entrances and exits, staircases, lifts, loading and service areas, type 
of merchandise, type of trading {e.g., self-service), projected cus- 
tomer-flow, etc. 

In variety chain stores, lay-out will generally take into account the 
“clear-view” plan, allowing customers to see most selling sections of a 
shopping area at a glance. In a lay-out of this nature, “reduced 
areas”, i.e., sections of the store selling marked-down goods, will tend 
to be placed in the centre of the shopping area, often alongside cash 
registers. 

In the supermarkets, lay-out is often governed by observance of the 
principle “unseen is unsold”, i.e., display of goods is vital. It has been 
estimated that almost 75 per cent of buying decisions relating to 
supermarket merchandise are made within the supermarket itself, so 
that lay-out and display are highly important. Most supermarket 
customers apparently tend to move, on entry, to the right-hand side 
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of the store and prefer to walk parallel to the walls rather than move 
immediately to the store centre; hence, the lay-out and positioning of 
goods along these walls requires careful attention. Produce sections 
are often sited against walls close to entrances. The so-called “ring of 
perishables”, i.e., the selling units containing perishable foods consti- 
tute a common feature of many supermarket outer-wall lay-out 
arrangements. The siting of meat-selling areas against rear walls — 
often because of proximity to cutting and refrigeration rooms — is 
another characteristic feature of supermarket lay-out. 

The department store, because of customer-flow and the large 
number of items carried, lays emphasis on aisles of adequate width, 
grouped merchandise, a minimum of “dead space” {i.e., areas in 
which no actual selling takes place) etc. These factors tend to govern 
the arrangement of store fixtures and the utilisation of space. 

In most types of store attention is paid to the display of goods 
related to “impulse buying”. Impulse items are those products pur- 
chased by consumers although they may not be needed, i.e., they are 
bought without any pre-planning. They generally have some of the 
following characteristics: they are low-priced; they have a short life, 
i.e., they are used up swiftly and bought frequently; they are small 
and lightweight; they can be carried and stored without difficulty, 
they are not necessaries. Some retailers classify impulse buying under 
three headings: Rare impulse buying, i.e., where the consumer is attracted 
by the novelty of the product; reminder impulse buying, i.e., where a 
consumer sees the item and is is reminded that he is out of stoc , 
suggestion impulse buying, i.e., where, on seeing a product, a consumer 
perceives a need for it. Store lay-out will take into account t e 
importance of impulse buying; siting of commodities throug out a 
self-service store and, in particular, near check-out point an ais e 
intersections, has to be planned so as to elicit appropriate consumer 
response. 


BUYING 

The retail buying function involves all those procedures 

the actual selection, purchasing and pricing o ® buver 

the general trading policies of the store. Specifically, the store buyer 

is concerned with answers to the following quesuons. 

(o) Wha! should be bought! Customer 

seasonal demands, store image, compe.mon from ne.ghbour 

ing stores, will determine the answer. 

(J) hL „ j should be bough,! Efficttve demand pr - Img 
fashions, available purchasing budget must be taken 
account. 
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(c) From whom should merchandise be bought? Existing distribution 
channels, costs, estimated times of delivery must be examined 
in deciding whether to purchase direct from a manufacturer, 
wholesaler or other agent. 

{d) When should the merchandise be bought? The nature and import- 
ance of seasonal demand, the purchasing programme neces- 
sary' for goods to appear at the desired time in the store, type 
of merchandise, will affect the buyer’s answer. 

The retail buyer must have a detailed knowledge of many types of 
merchandise; additionally, he should be capable of analysing and 
appraising customer characteristics, identifying tastes and trends, dif- 
ferentiating the temporary whim and the long-term change in fash- 
ion, locating and evaluating alternative sources of supply. He must 
base his buying strategy on the demands of three plans: the store s 
“range plan”, i.e., store policy in relation to classification of lines to 
be carried and price levels; the store’s “buying plan”, i.e., store policy 
in relation to trading patterns; the store’s “trading plan”, i.e., store 
policy relating to levels of profit, acceptable margins, turnover rate, 
etc. 

A growing number of the larger stores and groups operate a 
system of centralised buying under which buying procedures are 
concentrated in the hands of specialist buyers operating in a central 
buying unit where merchandise is selected and orders are placed in 
bulk for the entire store or group. 

The advantages of central buying are said to include the following: 
better terms may be obtained from suppliers as the result of placing 
large orders; full-time, specialist buyers can be employed who, 
because they are continuously in touch with the market, can 
interpret and react swiftly to changes in demand; merchandise can 
be transferred from one department or store to another so as to meet 
variations in demand. 

The disadvantages of central buying are said to include: local and 
specialised shopping needs may be ignored or misinterpreted; ware- 
housing and distribution costs may increase; important merchandise 
information may not reach local selling departments; stock replenish- 
ment times may increase; uniformity of merchandise and standard 
presentation throughout a group’s individual stores may dampen 
consumer response. 

MERCHANDISE MANAGEMENT 

Under this general heading are those matters relating to the control of 
the merchandise. Stock holding and “stockturn” must be regulated 
so as to maintain or improve the return on invested capital. The best 
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“merchandise mix”, i.e., the assortment of goods appropriate to the 
retailer’s “market segment” (the specific group he wishes to serve), 
must be established. Stock must be protected. After-sales service must 
be considered. In general terms an optimum relationship between 
stock investment and levels of service offered to the customer must be 
discovered and maintained. 

The goals of merchandise management have been defined as: 
meeting immediate customer demands satisfactorily; improving profit 
levels; optimising the return on inventory; minimising the amount of 
slow-selling stock carried; improving stock assortment, thus 
permitting more effective selling; providing maximum consumer 
satisfaction, confidence and goodwill. 

PRICING 

The use of techniques of retail pricing will reflect the retailer’s 
response to his chosen “market segment”, the character and image of 
his store, profit expectations, competition and long-term development 
plans. Sound pricing decisions are essential if the cost of merchandise 
is to be covered, expenses are to be paid, profit margins are to be 
adequate and customer’s goodwill is to be maintained. 

Markup pricing is based on the concept of markup (MU), i.e., 
the difference between the cost of an item and its retail price (R). 
In general, it is expressed as a percentage of retail price, thus; 

MU% = Selling prices for individual items of merchandise are 

calculated by dividing known cost (C) by i minus markup 

percentage, thus; R = - — 

Price lining refers to the technique of selling merchandise at a 
limited number of pre-determined “popular” prices. The usual 
pricing routine is reversed and the store buyer begins by considering 
a retail price “slot” and then searching for merchandise that can be 
sold in that “slot”. Thus, men’s ties may be sold by a store on the 
basis of three pre-planned “price points”, e.g., £ i -50, £2-00 and 

Customary pricing refers to the preference of some retailers for certain 
“price endings”, based on so-called “psychological” pricing, so that a 
commodity is sold at, say, :^5-99 or £9-95. This technique tends to 
follow tradition and habit; there would seem to be little intuitive 
understanding of customer habits or scientific analysis of consumer 
motivation evident in the procedure. 

Markdown pricing is based on reductions in retail prices intended to 
increase the movement of slow-selling merchandise. A markdown 
price has been defined as “the minimum amount necessary to move 
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llic merchandise”. Price reductions of this nature may follow on poor 
buying programmes, late deliveries, inadequate sales promotion, 
unexpected changes in market conditions and merchandise 
perishability. 

Scarcity-value pricing refers to pricing based on response to the 
consumer’s subjective valuation of goods. Thus: “convenienee goods” 
are those bought with a minimum of searching, e.g., everyday, 
plentiful foods; “shopping goods” (known also as “comparison 
goods”) are those bought after a search, e.g., foods not usually 
stocked by a large supermarket; “specialty goods” are those which 
cannot be purchased without a considerable search, e.g., rare, 
imported food-stufis stocked by a few small stores only. The first type 
of goods will command a relatively low price; the second type will be 
more expensive; the third type will carry the high markup price 
associated with luxury goods. 

The effective use of loss-leaders, i.e., items priced below cost and 
used as “customer-traffic generators and builders”, depends on an 
awareness by the retailer of the following matters: the goods must be 
well-known and widely used; they must be low-priced demand for for 
the goods must be highly-elastic, i.e., responsive to small variations in 
price; the goods should not compete with other normally-priced 
similar items in the store. 

In general, retail pricing is determined basically by the influence 
and interaction of two sets of factors, external and internal: 

(a) External factors include: legal considerations, e.g., price controls; 
elasticities of demand and supply; competition (local, area and 
national); manufacturers’ recommended prices. 

{b) Internal factors include: cost of the merchandise; type of 
merchandise; company and store image and trading policy; 
judgments of the appeal of merchandise made by the store’s 
buying staff; desired rate of stockturn. 

STOGKTURN AND OTHER MEASURES OF THE RETAILER’S PERFORMANCE 

Stockturn (or “stock turnover”) is a measure of the frequency with which 
merchandise is bought and sold, i.e., the number of times average stock is 
sold and replaced in a period of time, usually a year. It is calculated 
by dividing sales by average stocks. An increase in stockturn 
generally results in improved return on investment and is, therefore, 
a measure of sound performance. 

Variations in the rate of stockturn may reflect: the type of product 
on sale; proximity and success of competing stores; site location; sales 
promotion; selling techniques; general managerial efficiency. 

Methods of improving the rate of stockturn may include: the 
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utilisation of research designed to discover the most profitable lines to 
be carried; the holding of balanced stocks; experimentation with new 
lines and novel price levels; reduction in variety of stocks; 
improvement in accessibility, appearance and advertising of stocks; 
improvements in techniques of salesmanship; clearance of slow- 
moving tines by special promotions or reduced prices. 

Other measures of retail performance include: 

[a) Net sales volume of a given selling area. 

{b) Gross profit, i.e., sales at selling price less cost of goods to the 
retailer. 

(c) Net profit, measured by, e.g., fixed assets + current 
assets — current liabilities. 

{d) Margins, e.g., gross profit as percentage of selling price. 

(e) Capital efficiency, i.e., sales divided by invested capital. 

{/) Average transaction value, i.e., total sales divided by number 
of transactions. 

{g) Sales per employee. 

SECURITY AND LOSS PREVENTION 

A recent estimate of U.K. retailers’ losses from shrinkage in 1977 was 
£^20 million (about 3 per cent of margins); “shrinkage” in this context 
is defined as the amount by which the actual physical inventory of a 
retail outlet falls below the amount which should be there according 
to the accounts. Most shrinkage results from dishonest practices, e.g., 
theft (“shoplifting”), cheque and credit card frauds, ticket switching 
and similar deceptions. 

Responsibility for security and loss prevention rests on all sales staff 
and, ultimately, on store management. Among the measures which 
can be adopted in the retail store so as to minimise shrinkage are the 
following: 

(a) The installation and use of effective systems of receiving 
goods, cash till procedures capable of being monitored, 
accurate stock taking and careful stock control. 

(i) Training of staff in security procedures. 

(c) Planning by management to reduce the number of “hidden” 
sales areas. 

{d) Use of trained security officers and electronic surveillance 
devices. 

(e) Control of all store rooms. 

(/) Restriction of unsupervised displays. 

{g) Use of test purchasing. 

{k) Concentration on prevention rather than detection. 
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ArTF.R'SALKS SERVICF 

1'hc rationale of aflcr-salcs service has found expression in the 
concept of the “total product”, comprising the tangible goods sold, 
/)lus tlie “extended part of the product”, i.e., warranties, services, 
guarantees. The psychological sati.sfaction of the customer is essential 
if sales arc to be maintained or improved and this must be built on 
customer acceptance of the “total product” on offer. The purchaser 
of a transistor radio, for example, will derive optimum satisfaction 
not only from the appearance, price and performance of the 
apparatus, but also from his knowledge of the availability of swift and 
efficient after-sales repair facilities, etc. 

The level of after-sales service to be provided will depend upon: 
the type and grade of merchandise; the real cost, in the long-run, of 
providing a skilled staff of repair mechanics, etc.; practice of 
competitors; legal requirements; the importance attached to customer 
goodwill; relationship of service costs and profit margins. 

CONSUMER LEGISLATION 

The ancient maxim, caveat emplor (let the buyer beware) is fast losing 
its importance in relation to retail trading. The buyer is now 
protected by legislation which has extended his rights and the 
retailer’s duties. Prominent among the mass of consumer law are the 
following statutes; Sale of Goods Act 1893; Trade Descriptions Act 1968; 
Unsolicited Goods and Services Act 1971; Fair Trading Act 1973; Consumer 
Credit Act 1974; Unfair Contract Terms Act 1977. 

The Sale of Goods Act 1893, as subsequently amended, includes a 
number of very important provisions directly related to the 
consumer-retailer relationship; among them are the following: 

{a) A contract of sale is defined as a contract whereby the seller 
transfers, or agrees to transfer, the property in goods to the 
buyer in return for a money consideration called the “price’ • 

[b) In general, a buyer acquires no better title to goods than the 
seller possessed. 

(e) Conditions and warranties in the contract of sale are clearly 
distinguished. A condition is a stipulation in an agreement 
which goes to the very root of that contract. Since it is the 
essence of the contract, a breach of condition allows the 
contract to be treated as repudiated. A warranty is a stipulation 
which is collateral to the principal purpose of the contract; 
breach gives rise to a claim for damages, not to a right to treat 
the contract as repudiated. There are several important 
conditions and warranties implied by the Act in a contract of 
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sale, e.g., that the seller has a right to sell the goods; that where 
there is a sale of goods by sample, the goods shall correspond 
with the description; that where a seller sells goods in the 
course of a business, the goods are of merchantable quality. 
Goods are held to be of “merchantable quality” within the 
meaning of the 1893 Act “if they are as fit for the purpose or 
purposes for which goods of that kind are commonly bought as 
it is rccisonable to expect, having regard to any description 
applied to them, the price (if relevant) and all the other 
relevant circumstances”: Sale of Goods Act 1893, j. 62 (lA), 
added by Supply of Goods {Implied Terms) Act 1973. 

The Trade Descriptions Act 1968 makes it a criminal offence for a 
retailer to apply a false trade description to any goods or to supply or 
offer to supply any goods to which a false trade description has been 
applied. A “trade description” is considered as an indication, direct 
or indirect, and by whatever means given, of matters relating to: size 
and quantity; method of manufacture; composition; fitness for 
purpose; performance; testing and results; place or date of 
manufacture; other history, etc. It is also an offence for a retailer to 
give a false indication to the effect that the price at which goods are 
offered is equal to or less than a recommended price, or the price at 
which the goods or goods of the same description were previously 
offered by him. 

Under the Unsolicited Goods and Services Act 1971, if unsolicited 
goods, i.e., goods sent to persons who had not asked for them, are 
delivered for sale or hire they become the property of the recipient as 
though they were an unconditional gift if the sender does not take 
them back within six months of their receipt, or earlier if the 
recipient gives notice to the sender. It is an offence to demand 
payment for unsolicited goods where the person making the demand 
has no cause to believe that there is a right to payment: see Unsolicited 
Goods and Services {Invoices, etc.) Regulations 1975. 

The Fair Trading Act 1973 covers trade practices considered to 
have an adverse effect on the economic interests of consumers. Such 
practices may be referred by the Director General of Fair Trading to 
the Consumer Protection Advisory Committee, and orders may be 
made for the control of prevention of those practices. An example of 
such orders is that which prohibits the display of an exemption clause 
which is void under the. Sale of Goods Act 1893 as amended by the 
Supply of Goods {Implied Terms) Act 1973. 

The Consumer Credit Act 1974 has application to most types of 
credit, e.g., hire-purchase, credit card accounts, given by those 
engaged in a “consumer credit business”. The Act defines “regulated 
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agrccmcnls” and a l)iisincs.s involved in these agreements must be 
licensed by the Office of Fair I'rading. 

The Unfair Contract Terms Act 1977 provides that where one party 
deals “as a consumer” witli another party, that other party cannot 
rely on a contract whicii excludes or restricts his liability for breach 
of contract, or allows him to render a performance substantially 
different from that reasonably expected of him, or allows him to 
render no performance at all, unless the term in the contract is 
“reasonable” in the circumstances, c.g., known to the parties at the 
time the contract was made. A guarantee of goods cannot exclude or 
restrict liability in respect of defects resulting from negligence in the 
manufacture or distribution of the goods. 


HIRE-PURCHASE 

The essence of a hire-purchase contract is an agreement under which 
goods are delivered to a customer who has agreed that he will make 
periodic payments of a stated amount by way of hire, with the option 
of purchasing the goods after he has paid a stated number of hire 
instalments. In formal terms, under the Consumer Credit Act 1974 
which now governs the hire-purchase transaction between retailer 
and customer, it means “an agreement, other than a conditional sale 
agreement, under which (a) goods are bailed or (in Scotland) hired 
in return for periodical payments by the person to whom they are 
bailed or hired, and {b) the property in the goods will pass to that 
person if the terms of the agreement are complied with and one or 
more of the following occurs — (i) the exercise of an option to purchase 
by that person, (ii) the doing of any other specified act by any party 
to the agreement, (iii) the happening of any other specified event’ : c. 
189 (i). (Note that references here are to sections of the 1974 Act.) A 
“conditional sale agreement” referred to above means an agreement 
for the sale of goods under which the purchase price or part of it is 
payable by instalments, and the property in those goods is to remain 
in the seller until such conditions as to the payment of instalments or 
otherwise as specified in the agreement are fulfilled. 

{a) Under the 1974 Act a hire-purchase agreement is considered 
as a “regulated consumer credit agreement” if it fulfils two 
conditions, first, that the hirer is not a company or a body corporate 
and, secondly, that the amount of credit [i.e., the capital amount 
borrowed, not the deposit, interest or finance charges) does not 
exceed ^(5,000: ss. 8, 9. 

[b) Under the 1974 Act the customer is known as the “debtor ; 
the other party is known as the “creditor”. 
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(c) It is not possible to contract out of the protection provided by 
the provisions of the 1974 Act. 

{d) If the hire-purchase agreement is a “regulated agreement”, it 
must conform with the requirements of the 1974 Act: ss. 55, 60-65. 
For example: specified information as to the true annual cost of the 
credit granted must be given in approved fashion to the customer 
before he enters the agreement; all terms must be embodied in the 
written agreement; the customer must sign the agreement and must 
receive a copy when he is given or sent the agreement for signature; 
where the agreement is not actually made when the customer signs, 
he must be given a second copy at a later date. 

(e) Where the customer signs a hire-purchase agreement away 
from trade premises he is allowed a “cooling off’ period, beginning 
at the time of his signing and continuing until the end of the fifth 
clear day after he receives a second copy of the agreements: s. 68. 
During that period he may cancel the agreement. 

(/) A hire-purchase agreement can be terminated in accordance 
with the terms of that agreement, or it may be broken if the debtor 
defaults on instalments. Under the 1974 Act, the creditor must, if he 
wishes to terminate the agreement for some reason other than the 
debtor’s breach, serve written notice giving at least seven days 
warning. In the case of the debtor’s breach, a default notice giving 
seven days warning must be given: s. 87. The debtor may then pay 
off his arrears before the expiry date of the default notice, or apply to 
the court for a “time order”, giving him additional time to pay: s. 
129. He may also utilise the provisions of the Act relating to 
“protected goods”. Goods are protected goods if the debtor is in 
breach of the agreement and he has tendered or paid at least one- 
third of the total hire-purchase price: s. 90. A creditor may not, 
otherwise than by court action, recover possession of protected goods 
from a debtor. Should he contravene that rule in recovering 
possession, the agreement is considered as terminated and the debtor 
is released from his liability under it; he may also recover sums 
already paid: .t. 91. The creditor can obtain possession of the goods 
with the debtor’s consent and he is allowed to seize possession if 
the debtor has permanently disposed of the goods to a third party 
or has abandoned them. Once the agreement has terminated, a 
creditor may take court action to recover possession of protected 
goods. 

(g) Under a regulated agreement, a debtor has a statutory right of 
determining the agreement at any time by giving appropriate notice 
to the creditor. In such a case the debtor must return the goods and 
pay all arrears of instalments due before termination, damages for 
any loss casued by his failure to take reasonable care of the goods and 
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the smallest of the three following sums; (i) the amount of the 
minimum payment stated in the agreement; (ii) the amount 
necessary to bring his payments to half the total hire-purchase price; 
(iii) the loss suffered by the creditor as a result of the termination of 
the agreement. 



347 


CHAPTER TWENTY-SIX 

Transport and Communication — i: Road and Rail 


TRANSPORT AND THE ECONOMY 

The importance of transport in the national economy may be 
illustrated by the following statistics: over 8 per cent of the gross 
national product is derived from activities under the general heading 
of transport and communication; 1-4 million persons are currently 
employed in the transport sector of the economy, almost 6 per cent of 
the total labour force. 

The importance of Total Distribution Cost (TDC) in the commercial 
sector of the economy cannot be stressed too highly. The comparative 
costs of various modes of transport may be determining factors in the 
efficiency, in real-cost terms, of the distribution system. TDC has to 
be estimated in relation to the nature of the goods to be transported, 
method of local supply, packing required, insurance, customer’s 
wishes and availability of various types of transport. Cost per freight 
ton-mile (tonne-km) is also importance. This costing unit is found by 
dividing the cost of operating the vehicle by the number of freight 
ton-miles (tonnes-kms) carried (a ton-mile (tonne-km) being weight 
carried multiplied by length of the haul) . 


ROAD TRANSPORT 

Of all forms of transport in the U.K., road haulage has shown a 
notable growth in recent years; today about 66 per cent of goods in 
Britain are carried by road, as compared with 17 per cent by rail, 14 
per cent by coastal shipping and 3 per cent by other methods. 
Factors of cost, safety and speed have contributed to this situation. In 
particular, however, the popularity of road transport in the U.K. has 
stemmed from improvements in carrying power and reliability of 
vehicles and the capacity of the road system. Costs per ton moved by 
road have declined in real terms. 


ROADS 

Roads in Britain are categorised thus: trunk roads, including 
motorways which carry the bulk of long-distance haulage vehicles; 
classified roads; unclassified roads. There are 221,600 miles (356,640 
kilometres) of public highway in the U.K. There are 10,098 miles 
(16,251 kilometres) of trunk roads, including 1,428 miles (2,298 kilo- 
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metres) of motorways, and 20,500 miles (32,909 kilometres) of princi- 
pal roads, including 60 miles (96-6 kilometres) of motorways. 

THE ROAD HAULAGE INDUSTRY 

The road haulage industry is made up of 145,500 operators, many 
working in small units. The average size of a vehicle fleet is 4-5. 

The National Freight Corporation is a public corporation, estabhshed 
by the Transport Act 1968 to operate certain types of road freight 
services. Currently it owns or leases 20,300 vehicles, 14,400 trailers 
and 12,100 containers; it employs 40,100 persons. 

Freightliners Ltd., is owned jointly by the British Railways Board and 
the National Freight Corporation. Its operations are based on an 
extensive rail-road container transport system. 

Licensing and other controls relating to road haulage vehicles are 
strict. With few exceptions, any vehicle of over 3^ tons (3‘56 
tonnes) gross weight requires an operator’s licence, the issue of which 
necessitates a demonstrated ability to maintain and handle the 
vehicle satisfactorily. Regulations relating to the pollution of the 
atmosphere and the carriage of dangerous goods are stringently 
enforced. E.E.C. road regulations affecting road haulage traffic are in 
the process of consideration and adoption by the XJ.K. 


PUBLIC PASSENGER TRANSPORT 

Publicly-owned operating units make up the vast majority of the 
U.K.’s road passenger transport system. The National Bus Company 
and the Scottish Transport Group, both formed under the Transport Act 
1968, operate almost 25,000 vehicles. 5,500 privately owned firms, 
most operating no more than five vehicles per unit, provide 27,000 
vehicles; few of these, however, are involved in the operation of 
scheduled bus services. 

The London Traruport Executive, set up under the Transport Act 1968, 
to replace the London Transport Board, is now responsible, under 
the Greater London Council, for the provision of underground rail 
services and scheduled bus services in the Greater London area. Over 
60,000 staff are employed in the provision of services which involve 
278 stations, 4,500 railway cars and 7,000 buses. 


ADVANTAGES AND DISADVANTAGES 

The main advantages of road transport are its convenience and 
flexibility. Goods can be conveyed from door to door without the 
elaborate loading arrangements required for rail and canal transport. 
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usually on the same vehicle and without the delay, risk of loss, 
damage or pilferage and very high labour costs involved when goods 
have to be transhipped from one means of transport to another, e.g., 
from a railway wagon to a road vehicle. 

The disadvantages are less clear-cut but nonetheless real. They are 
mainly social and economic in that they affect the community at 
large rather than inflict a direct financial or operational penalty on 
the operator or his customer. A large number of heavy goods 
vehicles, of growing size and weight, is a severe strain on road 
surfaces and bridges, many of which were designed and built in the 
days of the horse and cart. The vehicles, unlike those of the railway 
which are provided with a clear track for their exclusive use, have to 
operate through the ordinary streets — often narrow — in close proxi- 
mity to other road users. The result has been a rising toll of accidents. 
There are also the less tangible effects of vibration on the structure of 
adjacent buildings, of the noise, dust and atmospheric pollution 
caused by road vehicles, and of the effects of traffic jams and 
congestion caused by too many vehicles attempting to use the same 
road space. 

As a result a considerable social and economic burden has 
developed, not only bearing on the cost of construction of new roads 
and bridges and the reconstruction of old ones, but also on medical, 
police and other public services. This has been followed by 
increasingly strident demands for greater legal restrictions on the use 
of road transport vehicles, for instance by compelling certain classes 
of goods to be carried by other means, by requiring purification of 
exhaust fumes, and by restricting the heaviest vehicles to designated 
routes. 


INTERNATIONAL ROAD TRANSPORT 

This has been greatly eased by the construction of roll-on, roll-off 
vehicle ferries and the use of semi-trailers which can be attached to a 
different driving unit at each end of the sea crossing, not only saving 
space aboard ship but also reducing the time driving units stand idle. 
The reduction of tariff barriers has also encouraged its growth. Many 
hauliers have depots or reciprocal arrangements for ensuring return 
loads in other countries. 

The T.I.R. {Transport International Routier) system avoids the need 
for customs inspection and complications over payment of duty each 
time a vehicle crosses a frontier; this might happen several times 
before the vehicle reaches its destination. Under this system the cargo 
is inspected and sealed by the customs authorities in the country of 
departure and an accompanying T.I.R. carnet is endorsed. The 
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cargo then proceeds to its country of destination where customs 
officials break the seals, inspect the goods and assess duty in the 
normal way. The customs of intermediate countries merely check the 
carnet and see that the seals are unbroken. 

There are still significant differences in the regulations for 
operating goods vehicles between one country and another. An 
operator must ensure that his vehicle meets the requirements of every 
country through which it passes. E.E.C. regulations, however, now 
dominate this area in increasing measure. 

RAIL TRANSPORT 

The growth of road transport has diminished not only the proportion 
of goods carried by rail in many countries but also the tonnage. 
Many lines have been closed to traffic. In most West European 
countries the goods train carrying miscellaneous freight on unbraked, 
loosely coupled wagons, which would be shunted and reformed many 
times en route, is a thing of the past. In these countries most goods 
traffic by rail fall into one of the following categories; 

{a) bulk transport of coal, oil, iron ore and other minerals; 

[b) liner trains in which the same set of wagons, usually of a 
speciahsed type, operate regularly over the same route, 
transporting under contract such items as car bodies, 
chemicals, milk, cement and refrigerated produce; 

(c) container trains operating between container depots to a fixed 
timetable; 

{d) parcels traffic, often carried on passenger trains and almost 
always handled at passenger stations; 

{e) conveyance of mails, newspapers and other topical or 
perishable goods. 

Generally speaking, the greater the distance, the more attractive and 
competitive does rail transport become. 


DEVELOPMENT AND OPERATIONS 

The U.K.’s railways were brought under government direction for 
the first time during the 1914-18 war, and, in 1921, 130 private rail 
companies were amalgamated into four regional groups under the 
provisions of the Railways Act of that year. The Transport Act 1947 
resulted in the railways being brought under public ownership as a 
single functioning enterprise. Substantial financial support from the 
government is given; specifically, British Railways’ net annual losses 
are compensated by government funds. 
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British Rail’s network consists of 11,189 miles (18,007 kilometres), 
of which 2,320 miles (3,735 kilometres) are now electrified. In 1977 
a total of 702 ,000,000 passenger journeys was recorded and 1 78,000,000 
tonnes of freight traffic were carried. 251,600 people are employed by 
British Railways Board; operating units include 3,500 diesel and 352 
electric locomotives, 3,400 diesel and 7,200 electric passenger multiple- 
unit vehicles, 6,800 passenger carriages and 216,000 freight vehicles. 

Among subsidiary operating units are included British Rail 
Engineering, Ltd, based on 13 repair and construction shops and 
employing some 35,000 people; the Railway Technical Centre at Derby, 
employing 2,500 people; British Transport Hotels, Ltd, which operates 
30 hotels; British Rail Shipping and International Services Division, which 
operates a fleet of 56 vessels; British Rail Hovercraft, Ltd, which operates 
scheduled hovercraft services; Transportation System and Market 
Research, Ltd, which offers consultancy and management services 
relating to overseas transport operations. 


PASSENGER SERVICES 

British Rail’s passenger services operations centre on the provision of 
a high-speed inter-city network and regular commuter services, 
particularly in and around London and the South-East. High-speed 
trains operate on most inter-city service routes and plans are in hand 
for the introduction of advanced passenger trains capable of speeds 
up to 155 miles per hour (250 km/h). 


FREIGHT OPERATIONS 

The transport of iron and steel, coal and coke, petroleum products, 
motor vehicles and their components constitute the largest tonnage of 
freight carried by the railways. A network of high-speed freight 
services has been designed, marshalling yards and terminals have 
been rationalised and operations concentrated in fewer, but more 
efficient units. Computer-based operating and freight processing 
systems have been introduced and obsolete freight vehicles 
withdrawn. The carriage of motor vehicles, milk, oil, grain, 
chemicals, newspapers, coal and gravel are based on long-term 
operating contracts. Express container services, comprising complete 
trains made up of permanently-coupled wagons, and operating from 
specially equipped transfer terminals, enabling the movement of 
containers from road to rail, are provided by Freightliners, Ltd. 
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EXPRESS PARCELS SERVICES 

Three types of express parcels services are offered: 

(a) Red Star Service. This is an extremely swift service direct from 
station to station. Parcels may be taken to a selected station at 
least 45 minutes before the train departure time. Advance 
arrangements should be made for heavy or bulky paekages. 
The parcel is expected to show the consignee’s name (but not 
his address), the destination station and the sender’s name and 
address. The consignee should be contacted immediately a 
parcel is sent. On production of evidence of identity he can 
collect the parcel from the destination station, normally 30 
minutes after arrival of the train. 

(b) C. & D. Service. Collection and Delivery Service is available to 
any destination in the U.K. and Ireland. Parcels are collected 
from the sender’s door, sorted by special automated machines 
and fed into cage trolleys for loading by fork lift on to trains. 
They are delivered to the consignees’ door. Special rates and 
facilities are available for regular customers; agreed flat rates, 
which are highly competitive, may be negotiated. The C. & D. 
Service is in regular use by the distributive trades. Average 
journey times are 3 days nationwide or 2| days between 
principal centres. 

(c) T.C.F. Service. The “To Call For” Service is available between 
any two selected parcel stations. Parcels may be sent “station 
to station”, or collection facilities can be made available at the 
forwarding end by Rail Express Parcels. In general, packages 
sent by T.C.F. are available for collection at the destination 
station within 24 hours of despatch. They may be stored free of 
charge for up to two days. Advance arrangements are expected 
for packages weighing over 2 cwt (o-ioi6 tonnes). Parcels 
sent under the service are identified by yellow T.C.F. labels 
and must show consignee’s name (not address), destination sta- 
tion and sender’s name and address. 

Parcels to most European countries can be sent from main stations by 
Sealink ships, then, through the Continent, by train. Extra-urgent 
consignments can be arranged by air through City Link Transport 
Services, Ltd, who operate a Red Star service to London Heathrow 
Airport via London terminal stations. A radio-controlled road shuttle 
service enables urgent consignments to be exported by road and air 
with speed. 
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RAILWAY RATES 

Traditionally, railway companies have carried goods at fixed, 
published rates of so much per mile or kilometre for each class of 
goods, often with a reduction in the rate after, say, the first loo miles. 
In Britain, however, the railways quote individually for each 
consignment within a charging policy laid down by senior 
management. This is intended to afford greater commercial 
flexibility and avoid the situation whereby business was lost merely 
because a road haulier quoted a price which he knew was slightly 
below the railways’ fixed tariff. Large contracts are negotiated 
individually with the customer at a high level and a complete 
“package”, including delivery times and frequencies as well as cost, 
agreed. 

In general, the determining factors upon which rate-fixing is based 
include; distance to be carried; terminal charges; weight and loading 
matters. 

Under the Transport Act 1962 the railways ceased to be “common 
carriers” — a status which obliged them to accept virtually any type of 
goods offered to them for transport. They now enjoy the right to 
accept or reject any goods offered. The General Conditions of Carriage at 
Board’s Risk make the Railways Board generally liable for the safety 
of goods carried, with the usual exceptions relating to, e.g., acts of 
God, strikes, etc. The General Conditions of Carriage at Owner’s Risk 
place the onus of responsibility on the consignor, but he has the right 
to claim for damage or loss which can be attributed to wilful 
misconduct of the railway’s employees. 


REGIONAL OPERATIONS 

For operating purposes, the railway system is divided into a number 
of regions, each with its own headquarters and each sub-divided into 
lines or areas. Under the area manager are normally a chief civil 
engineer (responsible for maintenance of the permanent way and 
other fixed equipment), a chief mechanical engineer (responsible for 
locomotives and rolling stock), an operating manager (responsible for 
time-tabling, supplies and day-to-day operations) and one or more 
traffic managers (responsible for attracting and handling goods and 
passenger traffic), as well as the usual clerical and administrative 
staff. Each depot or station, or group of small stations, is in the 
charge of a stationmaster or station manager. Efficient running 
demands considerable skill; every aspect of operations is covered by 
strict written regulations which make railway transport unusually 
safe and generally free from accidents. 

The present five operating regions are the Eastern, London 



354 


Commerce: Its Theory and Practice 


Midland, Western, Southern and Scottish. Railway docks, hotels and 
other ancillary services are operated by separate executives. British 
Rail’s large fleet of passenger and cargo ships, operating to Ireland 
and the European continent, has been formed into the Sealink 
consortium with S.N.C.F. (French national railways). 

INTERNATIONAL RAIL TRANSPORT 

As most European railway systems operate on the same standard 
gauge, through running of goods wagons has always been possible 
and a high degree of international co-operation and standardisation 
of procedures has developed. By means of train ferries, British goods 
wagons can be run through to Continental European destinations; in 
the reverse direction, however, only specially built continental 
wagons can run on British rails because of the smaller British loading 
gauge. Wagons have also been developed with wheels which can be 
adapted to run on the broader gauge railways of the U.S.S.R. and 
Spain. As an example, depots and storage warehouses have been de- 
veloped in London at Stratford (for Scandinavian, Dutch, German 
and Belgian traffic) and at Bricklayers Arms (for traffic via French 
ports) to handle international rail freight. 
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CHAPTER TWENTY-SEVEN 

Transport and Communication — II: Waterways, Sea and 
Air 


WATERWAYS 

Britain’s inland waterways consist of 3,000 miles (4,828 kilometres) of 
canal and river navigation passages, 2,000 miles (3,219 kilometres) of 
which are in public ownership and are administered by the British 
Waterways Board. Regional water authorities administer some 500 
miles (805 kilometres); the rest are under the control of local 
authorities, companies, charitable trusts, etc. 

Among the most important of the inland waterways are the river 
Thames, Norfolk Broads, Leeds and Liverpool Canal, the Shropshire 
Union Canal, the Oxford Canal and the 35-mile-long Manchester 
Ship Canal. Other important commercial waterways are located in 
the Yorkshire-Humberside area. The Waterways Board is also 
responsible for the operation of its freight-carrying fleet, which works 
alongside a number of independent carriers, and for the maintenance 
of some docks, warehouses and inland freight terminals. 

The advantages of canal transport include economies in the use of 
manpower, relatively cheap cost, suitability for bulky merchandise, 
such as iron, lime, coal and bricks, and for fragile merchandise, such 
as glass and pottery. Disadvantages arise from the restricted area 
covered by the canal system, the slowness of journeys resulting from 
the necessity of using the system of locks and the high costs of canal 
maintenance. These problems are reflected in the fact that the canal 
system carries less than i per cent of the U.K.’s total inland freight 
traffic. 


SEA TRANSPORT 

The principal advantage of shipping merchandise by sea is that, m 
simple terms of freight costs, transport is relatively cheap. Further, 
cargo ships are able to carry very heavy and bulky cargoes which 
cannot be handled by, e.g., air or rail. The energy and manpower 
needed for this form of transport are relatively low. An important 
disadvantage is that sea transport remains slow and, therefore, not 
suitable when merchandise has to be exported and delivered in a 
short period of time. 

Britain’s merchant fleet is of considerable significance in 
international transport; today it carries almost one-fifth of the world’s 



356 


Commerce: Its Theory and Practice 


sea-borne merehandise. Its 33 million gross tons makes it the third 
largest of the world’s fleets (after Liberia and Japan). The oil tanker 
fleet is the third largest in the world, at 16 million gross tons; the ore 
and bulk carrier fleet is the world’s fourth largest, at 8 million gross 
tons. 


TYPES OF CARGO SHIP 

General Cargo Ships. These are the most important of cargo-carrying 
vessels. They offer regular services between ports; dates of sailing and 
arrival are advertised. General cargo and a limited number of 
passengers may be carried. Unloading is by deck winch and dockside 
cranes. 

Cellular container ships. These are specially constructed vessels able 
to carry over 1,000 containers. (Under the definition of the 
International Standards Association, a freight container is one 
designed to be of a permanent nature and capable of repeated use; 
designed specially for use by one of more methods of transport 
without any need of intermediate reloading; made with ready- 
handling devices; designed for ease of packing and emptying.) Some 
containers can be refrigerated. 

Roll-on, Roll-ojf ships. Vessels of this nature allow vehicles to be 
driven on and then driven off at destination. The great advantage of 
ships of this nature is speed of turn-round, a matter of significance on 
short sea routes, such as the Dover-Calais crossing. 

Tankers. These are designed to carry large cargoes of crude oil and 
refined petroleum products. Liquefied gas under refrigeration is also 
carried. 

Other Bulk carriers. Ships of this type specialise in the 'transport of 
grain, etc., in bulk. Unloading is usually by suction process. 

Hydrofoils and Hovercraft. Vessels of this nature have been developed 
in recent years and are based on high speeds. Some are used on short 
crossings for the carriage of passengers and their cars. 

Tramps. Tramps do not operate on fixed routes and have no fixed, 
advertised times of sailing. They carry general cargoes to wherever 
there is a demand, or can be chartered to importers and exporters; 
time charters are based on set periods; voyage charters are based on port 
to port; bare-boat, or demise, charters, provide for all charges and 
maintenance costs to be the charterer’s responsibility. 


FREIGHT RATES 

In general, rates for sea freight are determined by reference to 
weight, measurement or ad valorem, whichever is the greatest. Rates 
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vary according to commodity and destination possibility of return 
cargoes, demand for cargo space and availability of appropriate 
vessels. Special rates will be quoted for dangerous cargoes. Minimum 
freight rates for small consignments, irrespective of bulk and weight, 
are generally charged. Tramp rates are rarely fixed in advance and 
tend to be of a highly-competitive nature. 

Freight rates may be paid in advance to port of destination; they 
may also be sent “freight forward”, when the goods are collected by 
the shipping line prior to being handed over. Where goods have to be 
brought back to port of loading, because, for example, an importer 
refuses to take delivery, the shipping company may charge “back 
freight”. 

THE FIXING OF SHIPPING RATES: THE “CONFERENCE” SYSTEM 

The fact that a liner must sail to schedule, whether it has a full load 
or not, induced liner owners to take steps to ensure that a reasonable 
minimum cargo should always be forthcoming. To this end the 
“Conference” system was evolved, i.e., the owners formed 
associations to protect their interests. The first conference was 
arranged in 1875, when equal rates were fixed for each of the ports 
from which steamers within the associations sailed, and preferential 
rates were forbidden. But although this had the effect of maintaining 
rates, it did not protect liners from the competition of the tramps. 
This led to the introduction, in 1877, of the “Deferred Rebate” system, 
first applied to shipments of Manchester piece-goods to India. By this 
system, if goods were despatched by one line only, for a given period, 
then a rebate was allowed, computed on the freight charges paid 
during that period; but the rebate was paid over to the exporter only 
after a further period of loyalty to the shipping company. The system 
proved a great success and spread rapidly to most other routes, only 
coal and special shipments being excluded from the arrangement. 

A system of discounts from freights in consideration of the signing 
of agreements to ship by none but conference vessels has largely 
replaced the allowance of deferred rebates. 

The system of conferences has been extensively applied in the 
outward trades, and each conference has its own particular area. In 
addition there are arrangements between the various conferences for 
the division of territory where their routes intersect or overlap. These 
arrangements depend for their enforcement simply on the fear of 
retaliation, but they are nevertheless very loyally observed. 

In the homeward trade the conference system is less general, owing 
mainly to the fact that the greater part of foe import trade is in staple 
articles which move in bulk in large quantities and expect lower rates 
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than the liner can usually offer. Where, however, the cargo is an 
alternative to ballast, the liner may be prepared to underbid the 
tramp. The balance of trade is an important factor in the problem of 
securing the loyalty of customers. If, as in the Indian trade as a 
whole, the tonnage of outward traffic is below that of homeward 
traffic, the merchant in the latter case cannot be enticed by any 
rebate system. 


CONTROL OF SHIPPING 

Ocean transport is the most difficult of all forms of transport to 
control. But some regulation is essential; in Britain it is achieved 
through the Department of Trade. See Merchant Shipping Act 1979- 

registration OF ships. To claim the rights of British nationality and 
to fly the British flag, a ship must be owned by British subjects and be 
registered in the Official Register (The Registrar General of Shipping 
and Seamen, with his head office at Cardiff, is responsible for the 
maintenance of the Register). Before a certificate of registration will 
be issued to the owners it is necessary for them to furnish elaborate 
particulars as to the hull, internal construction, tonnage, builder, 
master, etc. This registration certificate must always be carried on 
board, and it bears a number by which the ship is identified. The 
name of the ship and its port of registration must be painted on the 
stern, and the draught scale (in feet) must appear on both bow and 
stern. 

MEASUREMENT OF SHIPS. The measurement of a ship determines the 
total capacity of the vessel, by which is regulated the amount of the 
cargo it can carry and the port and canal dues, etc., which it must 
pay. A ship is described as being of so many “tons register” (which is 
its gross registered tonnage based on its measurements), and its 
capacity is ascertained by measuring all covered space in cubic feet 
and converting into tons at the rate of loo cubic feet per ton. The net 
tonnage is also registered and is the more important measurement. It is 
calculated from the gross tonnage by making allowances for space 
occupied by the crew and engines or used for purposes of navigation. 
The cargo capacity can be stated in what are known as “measurement” 
tons. A measurement ton is usually 40 cubic feet, and a ship-owner 
has the option of giving a freight quotation in either measurement 
tons or ordinary “dead-weight” tons. 

THE FREEBOARD AND LOAD-LINE MARK (“Plimsoll’s” mark) is painted 
on the ship to indicate the maximum depth to which it may be 
allowed to sink in the water. More than one line is marked separately 
on the “Grid”, since the depth of the immersion varies according to 
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the salinity of the ocean and time of the year. Thus, the highest mark 
(nearest freshwater mark) is that for tropical waters (summer) and 
the lowest that for the North Atlantic (winter). 


Lloyd’s register of shipping 

Almost as important as the control by the State is the semi-official 
control by Lloyd’s Register of Shipping, which originated in the 
necessity for a marine insurer to know something of the vessel he was 
asked to insure. The famous “Ships’ Lists” from which Shipping 
Registers originated were first drawn up in Edward Lloyd’s coffee- 
house, where shippers, underwriters and captains used to congregate. 
Shipping registers as at present known were first printed in 1 734, but 
the present Lloyd’s Register of Shipping came into existence much 
later in 1834. 

Classification of a ship is made from two standpoints, hull and 
equipment, the first being classified alphabetically, the second 
numerically: thus, a ship whose hull and equipment are both 
regarded as first-class is described as 100 Ai, the Maltese Cross 
indicating that the ship was built under continuous survey by Lloyd’s 
surveyors. 

As a general rule, every vessel over 100 tons is entered on the 
Register, but no vessel is classified unless it conforms with the Rules 
of the Register as to design and construction. 

The Register is controlled by a general committee of seventy-two 
members, who represent all interests and places, while, in addition, 
there is a technical committee of fifteen, consisting of naval engineers, 
architects, shipbuilders, forge-masters and representatives of the iron 
and steel industry, which draws up rules for the construction of any 
ship which is to be registered. 


Britain’s ports 

Britain’s ports handle over 335 million tonnes of cargo annually, a 
large proportion of which is carried in containers and roll-on goods 
vessels. Some 250 port authorities and public wharf operators and 
800 other interprises responsible for harbour operations, e.g., 
stevedoring and warehousing, employ about 65,000 workers, of 
whom 30,000 are dockers registered with the National Dock Labour 
Board. Port authorities include the nationalised bodies, public trusts, 
statutory companies and local authorities. The nationalised 
undertakings constitute over 25 per cent of total capacity. 

The national Ports Council advises the Secretary of State for 
Transport on port affairs in general, exercises certain statutory 
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functions and provides advice and assistance to the industry. 
Members are appointed by the Secretary of State and include 8-12 
persons selected from areas of expertise including harbour 
management, inland transport, shipping, etc. The Council’s 
permanent stalT, under a Director-General, consists of a Secretariat 
and specialist divisions of economics and statistics, finance, 
manpower and technical services. Revenue is obtained by a levy on 
harbour authorities. The Council has the specific duty of advising on 
matters such as major harbour development plans, loans towards the 
cost of projects of this nature, regulations prescribing the form and 
content of the accounts of harbour authorities. The Council has 
statutory responsibility for considering objections to ship, passenger 
or goods dues levied by harbour authorities. 

Britain’s principal ports are headed by London, the largest port for 
non-fuel traffic. Southampton, with its advantageous deep water and 
double tides, is now the main port for ocean passenger traffic. 
Medway is of much importance for the handling of petroleum 
products. Dover, Felixstowe and Harwich handle large numbers of 
passengers and a growing quantity of roll-on, roll-off traffic. 
Liverpool occupies a position of importance in relation to exports, 
particularly to non-European ports. Manchester’s inland port 
handles chemicals and manufactured goods. The port of Tees and 
Hartlepool deals with chemicals, iron and steel and chemicals. 
Milford Haven has become the major oil port in Britain. Scotland’s 
principal ports include Greenock, Glasgow, Grangemouth, Leith and 
Aberdeen. Northern Ireland’s main port is Belfast. 

Purpose-built oil terminals are being expanded rapidly, the first 
having been completed at Hound Point on the Forth in 1975. The 
largest oil port in Britain is to be developed at Sullom Voe in 
Shetland; it is likely to become the largest oil port in Europe. 
Terminals have been built on the Tees and at Flotta in Orkney. 

AIR TRANSPORT 

Transport of goods by air has grown in recent years at a faster rate 
than other modes of transport so that, today, almost 1 7 per cent by 
value of the U..K.’s exports are carried by air. Freight is carried by 
passenger aircraft and special freight planes to most of the world’s 
major cities. Services generally available are set out in Cargo by Air, a 
supplement to Lloyd’s Loading List. 

Some types of goods lend themselves particularly to carriage by air 
and these include: goods of small bulk but high value, c.g., diamonds; 
emergency supplies, e.g., medicines; perishable goods, e.g., fruit. The 
principal advantages of air shipping are speed and the existence of 



Transport and Communication — II 


361 

handling facilities close to major cities. Disadvantages relate to cost 
and difficulty of transporting large and bulky merchandise. 

BRITISH AIRWAYS ORGANISATION 

British Airways came into existence as a result of the merger of 
British Overseas Airways Corporation and British European Airways 
in 1974. It is now one of the world’s leading airlines and carries more 
passengers on international scheduled services than any other airline. 
The chairman and members of the Board of British Airways are 
appointed by the Secretary of State for Trade, to whom they are 
responsible. Airline operations are organised in departments such as 
commercial operations, flight operations, planning, catering, 
personnel and engineering. Four companies are concerned with 
subsidiary and related activities — British Airways Associated 
Companies, Ltd, British Airways Engine Overhaul, Ltd, British 
Airways Helicopters, Ltd, and International Aeradio, Ltd. 
Commercial airline operations are based on six groups of routes; one 
covers the U.K. and Irish Republic; two cover continental Europe 
(one North and East, the other. West and South); three cover 
Eastern, Southern and Western inter-continental services. 

British Airways’ net assets in 1977 amounted to ^^692 million, 
including ^^514 million of aircraft and spares and £g5 million of 
property. Its sources of finance include reserves of jC 99 million, 
borrowings o(£222 million and public dividend capital of ;()290 million. 
Capital expenditure in 1976-77 was £17^ million. 


BRITISH airways’ SERVICES 

British Airways’ route network is now the world’s largest, and covers 
150 cities in over 80 countries. Scheduled services operate to the rest 
of Europe, the Middle and Far East, East and South Africa, 
Australasia, North America and Guyana. Over 1,400 flights a week 
are run to 28 cities and towns throughout Britain. 14-5 million 
passengers were carried in 1977 on scheduled services, of whom 10 
million were on international services. The passenger fleet, the 
world’s largest for airlines operating international services, includes 
192 aircraft and helicopters. In recent years British Airways 
inaugurated jointly with Air France the world’s first supersonic 
passenger services, based on Concorde aircraft, on the London- 
Bahrain and London— Washington routes. Improved methods in ticket 
selling and seat booking have been made possible by the use of a 
computer based at Heathrow. 
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AIRPORTS 

The two major airports in the London area are Heathrow and 
Gatwick. Other leading airports include Luton, Manchester, 
Glasgow, Belfast, Edinburgh and Aberdeen. Airports policy is under 
review by the Government and it is expected that plans will be 
formulated and announced to deal with an expected heavy increase 
in the numbers of passengers and volume of freight in the igSos. The 
number of people employed by British Airways, almost 60,000 in 
1977, based largely at the major airports, is expected to increase as 
the rate of traffic handling increases. 


AIR FREIGHT RATES AND AIR FARES 

Air freight rates are controlled in large measure by the International 
Air Transport Association (I.A.T.A.) to which almost all the world’s 
airlines belong. As a result there is little effective competition 
between these airlines in freight carriage rates. Freight is charged at 
so much per kilogram; in the case of bulky goods with a volume in 
excess of 7,000 cm^/kg, charge is generally based on volume. Rates 
are based on six classifications: specific commodity rates; special rates 
for internal services; classification rates applying to animals, valuable 
cargoes, newspapers, etc.; general cargo rates; unit load device rates 
applicable to containers and pallets (i.e., loads made up of goods 
anchored to a pallet or base made of metal of wood); economy pack 
rates. 

Domestic fares in the U.K. are controlled by the Civil Aviation 
Authority, which is an independent statutory body with general 
responsibility for the economic and operational regulation of the 
industry. 
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The Post Office 


The Post Office, previously a government department, became a 
public authority under the Post Office Act 1969 and is at present the 
responsibility of the Department of Industry. Its chairman and board 
members are appointed by the Secretary of State for Industry. 

The many services for which it is responsible employ some 401,000 
persons and udhse ;(^7,ooo million worth of plant. It administers 23,100 
post offices, 78,000 public telephone call offices, 29,000 telex 
connections and 20 mechanised sorting centres. During 1977—78 it 
handled 9,903 million letters and 160 million parcels. Its income in 
I 977 ~ 7 ^ £4)I83'2 million; a profit of around million was 

earned. 

The Post Office Guide, the official Handbook of the Post Office, is 
published annually and contains full particulars of the organisation’s 
vast range of services. Supplements to the Guide and explanatory 
leaflets are issued at regular intervals. 

Examples of the services rendered to commerce by the Post Office 
are considered in this chapter under three general headings; 

(a) Inland Post; 

{b) Overseas Post; 

(c) Telecommunications. 

INLAND POST 

Among the exclusive rights possessed by the Post Office is the 
privilege of “carrying letters from place to place and of performing 
all incidental services such as those of collecting and delivering 
letters”. 

LETTERS AND CARDS 

Letters and cards may be sent by two classes of service; first class and 
second class. In general, second class mail is delivered up to two 
working days later than first class. No written indication of service is 
required on the letter except where this is separately specified. There 
is no weight limit for first-class mail; there is a limit of 750 g for 
second class letters. Where large numbers of letters (minimum: 4,251) 
are posted in bulk, a rebate of postage may be applied for; rebate 
items may, however, be liable to be kept back in favour of fully-paid 
mail and are usually dealt with in ofF-peak periods. 
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nUSINE.SS REPLY SERVICE 

A person wlio wishes to oljtain a reply from a business client may 
include in his letter to that client an unstamped reply card, envelope, 
letter card or gummed label of special design which includes the 
statement ‘ Postage will be paid by licensee” and the licence number 
pertaining to the Business Reply Service. Licences are obtainabk 
from the local Head Postmaster and the licensee pays in advance a 
sum of money suflicient to cover the amount of charges likely to 
accrue during one month. Further payments may be required to 
renew credit. 


FREEPOST SERVICE 

Business communications or advertisements may include a special 
address and Ae reply bearing that address may be posted in the 
ordinary fashion, but need not bear a stamp; the addressee pays 
postage on each reply received. A licence to use the service is 
obtainable from the Head Postmaster of the district in which the 
licensee resides or from which his business is operated; the Head 
Postmaster specifies the exact terms of the address. The licensee pays 
in advance money sufficient to cover the postal charges likely to 
^crue during one month. Further payments may be required. 
Delivery is usually made once daily on the second delivery. 


PARCELS 


The maximum weight of inland postal parcels is 1 0 kg. Maximum 
dimensions are: length, 1-070 m; length and circumference 
com me , 2 m. Postage on parcels other than postage forward 
parcels rnust be prepaid except where the sender has a postage 
accoum. Parcels must be marked “Parcel Post” and handed over a 
post office counter. Certificates of posting may be obtained. For the 
regular large posting of parcels (minimum: 2,500 per annum) parcel 
contracts are available. 


e Postage Forward Parcel Service is intended for business firms who 
wish to obtain parcels from clients without those clients having to pay 
postap. bpecially-designed unstamped addressed labels or wrappers 
may be sent to clients; the parcel can be posted without a stamp and 
P^ys postage on parcels received. Licences are 
o aina e rom ead Postmasters with whom licensees must deposit 
money to cover charges. 

A “Compensation Fee” parcel service is available, for firms who 
wish to cover the contents of inland parcels for compensadon in the 
event of loss or damage and to have a record of posting 



The Post OJJice 


365 


FRANKING MACHINES 

Authority for the use of franking machines must be obtained from the 
local head post office. Machines may be leased or purchased only 
from companies authorised by the Post Office; only the supplying 
companies may repair or modify the machines and inspection is 
essential at least twice in a period of six months. Franked 
correspondence must be handed in at a specified post office or posted 
in special envelopes in boxes agreed by the Head Postmaster. 

METHOD OF ADDRESS AND POSTAL CODES 

A correct postal address consists generally of the following 
information: name of addressee; number or name of house; name of 
street or road; locality name, i.e., to distinguish between streets of the 
same name in the same postal delivery area, where required; post 
town, which should be shown in block capitals; county name, where 
required; postcode. 

A postcode is used in the mechanised sorting of mail and comprises a 
group of letters and figures. There is a Postcode for every address in 
the U.K., except the Channel Islands and the Isle of Man. Postcode 
Directories are available to business firms free of charge. 

I 

PROHIBITED ARTICLES 

A variety of articles will be refused by the Post Office, or, if found in 
the course of transit, detained. Prohibited articles include: dangerous 
articles, such as explosives, certain toxic substances, sharp 
instruments and matches. Living creatures (with some few exceptions), 
counterfeit currency notes are further examples of prohibited 
articles. 

FREE COLLECTIONS 

On application to the local Postmaster, a business firm may arrange 
for the free collections of first and second class letters, where the 
number totals 1,000 or more, or total postage amounts to £'jo or more. 
Regular, free collections of parcels where there are at least 20 at a 
time may be made. Special collections of ordinary parcels where the 
number at one time is 100 or more may be arranged without 
charge. 

EXPRESS SERVICES 

The following services are available for business firms: 
in which an article will be conveyed all the way by Post Office 
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messenger; railex, in which a postal packet is conveyed by Post Office 
messenger to a railway station for transmission by the first available 
train and is delivered by messenger from the station of destination. 


SPECIAL DELIVERY 

This service allows the sender of a postal packet to arrange for special 
delivery after its arrival at the post offiee of delivery. It is available 
only during the hours when special messengers are on duty. Letters 
intended for special delivery must be boldly marked above the 
address on the left-hand side of the letter cover. 


DATAPOST 

This overnight delivery service involves the collection of packages 
rom customers at agreed times and delivery at agreed times during 
t e morning. Applications for the service are made to the local 
Head Postmaster. The service is available on a contractual basis, 
charges being negotiated individually. 


RAILWAY LETTERS 

Under an agreement with British Rail, first-class letters may be 
f transmission to other stations, to be 

for. In addition to the 

appropriate first class rate, a railway fee is chargeable. 


AIRWAY LETTERS 

agreement with the Post Office, accept 
availlTe ^tid carry them on the next 

or to he t r ’ ^ collected at the airport terminal of destination 

or to be transferred to the post. 


CASH ON DELIVERY SERVICE 

to reoue^ts m u transmission of goods sent in response 
must\p romr.If>r behalf of the addressee. A trade charge form 

oaid for by the sender, stating the value of the goods to be 

names anrl cover of the packet must be written the 

made chafge^'^'^^''^^ addressee and the amount of the 

Letters and packets must be registered. The amount to be collected 
on delivery should not exceed £ioo. In addition to the normal 
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registration and postage charges, there are added C.O.D. charges. 
Generally, a C.O.D. package is delivered by a postman against 
payment of the appropriate trade charge. Where the trade charge is 
in excess of ^50, the package may be kept at the local post office and 
nodce sent to the addressee who may be required to make payment 
at that office. 


REGISTRATION 

It is possible to register any first class letter, except one transmitted 
by airway or railway. Registration fees are payable over and above 
postage. The fees cover compensation for loss or damage. A 
certificate of posting, including acknowledgment of payment of 
registration fees, must be obtained. Registered letters must be handed 
to an official of the Post Office; they must not be placed in letter 
boxes. Special envelopes are required for transmission of bank notes, 
coin, saving stamps, etc. 

RECORDED DELIVERY SERVICE 

Under this service, a business firm obtains a record of posting and 
delivery; limited compensation is available in the event of damage or 
loss. Most postal packets, except parcels, railway and airway letters 
and C.O.D. packages may be sent by this service. Banknotes, coin, 
jewellery may not be sent by this service. Recorded delivery fees are 
prepaid, in additional to ordinary postage. Addresses are written on 
special delivery receipt forms obtainable at local post offices. A label 
is stuck on the packet above the address. The packet and receipt 
form are handed to an official of the Post Office; he will complete the 
receipt and hand it back to the poster. Packets intended for recorded 
delivery must not be placed in letter boxes. 

A receipt is obtained on delivery to the addressee and is kept at the 
delivery office. No undertaking is given by the Post Office to deliver 
recorded delivery packets to addressees in person. 

OVERSEAS POST 

Overseas postage fees and rates are set out in the Postal Rates Ovexseas 
Compendium, issued free of charge to business firms, as a supplement 
to tbe annual Guide. 

AIR MAIL SERVICES 

Under the “All-up Service”, letters, letter packets and postcards for 
Europe will be conveyed by air where this results m earlier postal 
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deliveries. No special charges for air conveyance are made and 
special air mail marking is not needed. Air parcels, however, must 
carry' blue air mail labels affixed close to the address. 

Where mail is sent to countries outside Europe, items must bear 
the appropriate air mail labels, or the written or typed phrase “P^ 
avion (BY AIR MAIL)”. Air letter forms are also available. The 
Small Packet Post is available for the transmission by air of packets 
weighing, in general, not more than i kg; these packets cannot be 

insured. 

INTERNATIONAL REPLY COUPONS 

These may be purchased from the larger post offices and can be 
exchanged in most countries for stamps representing minimum 
international postage payable on letters sent abroad. When received 
in the U.K. they may be exchanged for stamps to the value of the 
current postage rate for a 20 g overseas surface letter. The Universal 
Postal Convention regulates the price and exchange rate of reply 
coupons. 

PARCELS 

The maximum weight of parcels transmitted by the overseas parcel 
post service is, as a rule, 1 0 kg. Overseas parcels may be insured; they 
may not be registered. It should be noted that in some countries a 
small delivery fee is payable. Contents of parcels sent abroad by post 
must be declared to Customs by the sender and directions must be 
given for disposal in the event of non-delivery. 

EXPORT LICENSING AND CURRENCY CONTROL 

The export of some goods requires special licences issued by the 
Export Licensing Branch of the Department of Trade. Specific licences 
are issued where goods are to be sent by a single posting. General, 
bulk, licences are issued where goods are intended for despatch over a 
specified period of time. 

Currency regulations are strict, so that, in general, currency notes 
of any description or origin may not be sent to any destination 
outside the U.K., except by an authorised bank. There are 
restrictions, too, in the case of postal orders. 

REGISTRATION AND INSURANCE 

Postal packets for overseas with the exception of parcels and some 
printed paper items, may be registered. Certificates of posting must 
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be obtained and the packets should not be placed in letter boxes, but 
must be handed to post office officials. 

Insurance extends to most countries and covers sums up to £600. An 
insured packet may not always be transmitted by the ordinary routes; 
hence delivery may take longer than usual. Certificates of posting 
must he obtained for insured packets. The Post Office accepts no 
liability for any loss or damage arising from defects in insured packets 
which may not be observed at the time of posting. 

TELECOMMUNICATIONS 

Business firms and their customers are among the many beneficiaries 
of the prodigious advances in telecommunication theory and practice 
pioneered in recent years by the Post Office. Very high standards in 
speed and accuracy of transmission have been attained, which are 
reflected in the aspects of telecommunications referred to below. 

INLAND TELEGRAMS AND TELEGRAM MONEY ORDERS 

Inland telegrams may be sent between any addresses in Great 
Britain, Northern Ireland and the Isle of Man. Business firms may 
register with the Post Office a registered telegraphic address for use in 
inland telegrams. Telegrams may be handed in at most post offices; 
they may be dictated by ’phone or may be originated by telex. 

Telegraph money orders are issued from any post office from 
which telegrams are usually despatched. They are obtainable for any 
sum not exceeding £100. For a supplementary fee, the sender can be 
informed by post of the date of payment of the order. 

EXTERNAL TELEGRAMS AND INTERNATIONAL TRANSFERRED ACCOUNTS 

International telegrams may be transmitted to most countries, to 
ships in port and to aircraft at terminals. Supplementary facilities 
include; prepaid replies; notice of time of delivery made by telegram 
to sender; certified copies; special hand collection from sender s 
address. 

The international transfemd account telegraph service allows charges of 
international telegrams to be paid by the addressee or some other 
person or body who has indicated acceptance of responsibility for 
payment. 

TELEX SERVICE 

This service makes available a swift method of printed 
communication. Teleprinters at the sending and receiving 
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inslallations, which arc fully automatic, allow mcsssages to be sent 
and received in print-out form cv'cn though they are unattended, as 
when a firm’s premises are closed. Immediate connection can be 
made by direct dialling to any subscriber in the U.K. Some 
subscribers in Europe and elsewhere can be reached by direct 
dialling; where direct dialling is not possible calls can be connected 
by the London exchange operators. 

PICTURE SERVICES 

Photographs, diagrams, plans, shorthand and other commercial 
information can be telegraphed in facsimile from London to many 
places abroad by use of line circuits and radio links. A phototelegram 
can be posted direct from the office of receipt by express or registered 
post. The maximum size of matter to be transmitted is 2^ cm x 23 
cm. 

The Post Office also provides international circuits enabling the 
exchange of pictures between PV/PV picture transmitting-receiving 
stations in the U.K. 


DATEL AND CONFRA VISION SERVICES 

Telex networks or leased telegraph circuits may be used, in modified 
form, to allow the transmission of data prepared in any 5-unit code 
on punched paper tape. Digital data transmission is based on very 
high speeds: thus, transmission at rates of up to 1 10 bits per second (a 
‘bit” IS a binary digit) is possible over telegraph circuits, and up to 
4,800 bits per second is possible over speech circuits. Much higher 
speeds may soon become practicable as the result of the use of special 
waveband circuits. 

Confravision links groups of persons, e.g., a firm’s officials and its 
advisers or customers, in sound and vision, so that conferences of 
groups in different locations can be held. Studios are now in use in 
London, Bristol, Birmingham, Manchester and Glasgow. 

radiotelegraph and RADIOTELEPHONE SERVICES 

Radiotelegraph services from shore to ship and radiotelephone 
services of a similar nature are available. Calls must be booked 
through the Shipp Telephone Service; radiotelegrams are accepted at 
most post offices. In some cases, where ships are provided with 
appropriate equipment, calls may be made from ship to shore. 
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TELEPHONE SERVICES 

The largest telephone system in Europe (and the third largest in the 
world) is controlled by the Post Office; there were 23-3 milhon 
.telephones in the U.K. in March, 1978. Since 1958, trunk dialling by 
subscribers (STD) has become generally available. International 
subscriber dialhng (ISD) links the U.K. with 35 countries by means 
of cable networks, microwave radio hnks and radio systems. 
Communication satellites in space are also in use. 

Private branch exchanges (PBX) are installed by the Post Office 
on request in the premises of firms in which a large number of 
telephone extensions are in use. Other specialised telephone services 
available for business firms include the provision of recorded 
information relating to the Financial Times Share Index, business news 
summaries, stock market reports and a business diary of important 
events. The “Freefone” service allows business firms to permit their 
agents and customers to make calls to them without the callers 
having to make payment. 


POST OFFICE RESEARCH 

The Post Office spends ^{(40 million annually on research and 
development, much of it carried out in collaboration with 
universities, technical institutions and industry. Its new research 
centre at Martlesham Heath, Suffolk, is a focal point of investigation 
and experiment, some aspects of which promise fundamental and 
far-reaching changes in business communications. The development 
of microelectronic silicon circuits and the replacement of electro- 
mechanical telephone switching systems by apparatus controlled by 
stored-program computer exchanges is of considerable significance. 
The operation of private business telephones by a credit card (“card- 
phones”) is now possible and apparatus controlled by the insertion of 
a card upon which the value of a call is registered electronically is to 
be introduced following the completion of tests. “Prestel”, known 
formerly as “Viewdata”, a service which will allow a telephone sub- 
scriber to obtain information prices, stock values, etc., in a form 
which can be displayed on a domestic television receiver, is under 
development. The day of the “cashless society”, in which it will be 
possible to view, select and order goods without leaving one’s home 
and in which the customer’s banking account will be debited auto- 
matically by Post Office-controlled computers has moved much nearer. 
The combining of electronics and photonics, whereby lasers, com- 
puters, ’phone links and display screens transmit, receive, process 
and display information at very high speed, is the subject of intensive 
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research. The use of lasers and glass fibres for the carrying of 
telephone messages is under investigation. The effect of technology of 
this nature upon commercial communications will be profound. 

(For references to Post Office banking services, see Chapters 32 
and 36.) 
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telephone messages is under investigation. The effect of technology of 
this nature upon commercial communications will be profound. 

(For references to Post Office banking services, see Chapters 32 
and 36.) 
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CHAPTER TWENTY-NINE 

Structure and Problems of Britain's Overseas Trade 


Trade takes place because there is an advantage to be gained from it. 
This is true of all trade, whether it is carried on between persons in a 
country or between people in different countries. But there are 
marked differences between trade carried on inside a country and 
trade between countries. 

A country is a disdnct economic entity, with its own laws, its 
own monetary system, and often its own language. These differences 
create barriers which hinder the movement of labour and capital on 
through the medium of the foreign exchanges and the flow of goods is 
affected by the efficiency of transport, by tariffs and quotas, and by 
political factors. 


THE THEORY OF FOREIGN TRADE 

Foreign trade is an extension of the principle of the territorial 
specialisation of industries. Some localities are more suited than 
others to produce certain classes of goods because they have natural 
or special advantages. Britain buys oranges and bananas from 
Spain, the West Indies and other countries which have the necessary 
natural conditions for their cultivation. In other cases, as with 
the import of wheat into Britain, the trade is necessary because a 
country cannot satisfy all its requirements from the limited home pro- 
duction possible. The reason for the development of trade in such 
cases is obvious; the country that produces the product has an absolute 
advantage, but there is another set of conditions in which trade 
arises. 

A country or region may import goods which it could itself 
produce at a lower cost than the country from which it gets the 
goods. Britain, for instance, is an excellent dairy farming country but 
she imports part of her dairy produce from other countries less 
efficient in this respect, and concentrates her resources on the 
production of machinery, electrical equipment, etc., in which she has 
a greater advantage than she has in dairy produce. The principle 
involved in determining the direction of effort where a region has an 
advantage in the production of more than one commodity is known 
as the law of comparative costs. 
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Suppose that with one unit of expenditure, there can be produced 


m 

Country A 
100 units of wheat 
or 

8o units of machinery 


Country B 
8o units of wheat 
or 

40 units of machinery 


Country A has an advantage over Country B in both commodities, 
the advantage being greater in the production of machinery and it 
will therefore specialise on machinery while Country B specialises on 
wheat production. If both countries had used one unit of expenditure 
on each commodity, there would have been produced with a total 
expenditure of 

4 units — r8o units of wheat 

1 20 units of machinery 


By specialising 


Country A produces with 2 units of expenditure 

160 units of machinery 

Country B produces with 2 units of expenditure 

160 units of wheat 


As, in terms of resources costs, machinery is the more valuable 
commodity in both countries there is a net gain in specialisation and this 
is shared by the two countries. 

In general terms, the advantages of international trade are 
considerable: as indicated in the example above, nations can 
specialise in the production of commodities and services in which 
they are best fitted; nations are able to enjoy a wide range of 
products which they are unable to produce at home; nations are 
enabled to obtain commodities more cheaply than their home 
production would allow; a wider variety of products and services 
becomes available to trading nations; competition from overseas 
sources tends to stimulate efficiency among home producers. For the 
trading nations as a whole the standard of living is improved. 


Britain’s pattern of overseas trade 

Britain is seventy-fifth in area among the world’s nations. It has 
o-i8 per cent of the world’s total land area but is the fifth largest 
trading nation, although having only 1-4 per cent of the world’s 
population. Almost half its total consumption of foodstuffs is 
accounted for by imports as is the majority of the raw materials used 
by its industries. It is one of the world’s largest importers of food. 
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metals, petroleum and timber; it is one of the largest exporters of 
machinery, vehicles, electrical apparatus and chemicals, its exports 
accounting for over 20 per cent of gross domestic product. 

The diagrams" below illustrate Britain’s area pattern of trade 




Source: Department of Trade 
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7 - 7 % 



Britain’s Area Pattern of Trade in 1976 

Source: Department of Trade 
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Britain’s principal markets 
1976 

Exports to (f.o.b.) f million 


U.S.A. 

2,447 

Germany, Federal Republic 

1,833 

France 

1,708 

Netherlands 

1,498 

Belgium and Luxembourg 

1,400 

Irish Republic 

1,246 

Sweden 

1,045 

Switzerland 

1,000 

Italy 

825 

Nigeria 

773 

Australia 

687 

Denmark 

654 

South Africa 

645 

Iran 

513 

Total to all countries 

25,756 

E.E.C. 

9,168 

Rest of Western Europe 

4,272 

North America 

3,087 

Other developed countries 

1,943 

Oil exporting countries 

3,146 

Other developing countries 

3,359 

Centrally planned economies 

726 

Low value trade 

55 


BRITAIN S PRINCIPAL SUPPLY SOURCES 

1976 

Imports from {c.if.) £ million 


U.S.A. 

3,024 

Germany, Federal Republic 

2,755 

Netherlands 

2,425 

France 

2,089 

Belgium and Luxembourg 

1,300 

Sweden 

1,186 

Canada 

1,159 

Italy 

1,103 

Iran 

1,046 

Irish Republic 

1,006 

Saudi Arabia 

977 

Switzerland 

961 

Japan 

795 

Denmark 

704 

Total from all countries 

3E152 

E.E.C. 

11,384 

Rest of Western Europe 

4,577 

North America 

4,217 

Other developed countries 

2,116 

Oil exporting countries 

4,207 

Other developing countries 

3,511 

Centrally planned economies 

1,109 

Low value trade 

31 


Source: Department of Trade 

and the commodity composition of trade. The tables above show 
Britain’s principal markets and sources of supply. 


balance of trade and balance of payments 

Britain’s trading relationships with the rest of the world result in 
inward and outward flows of money, goods and services. An outflow 
of exports from Britain will result in an inflow of payments; an inflow 
of imports into Britain will result in an outflow of payments. The 
general financial results of overseas trade are recorded and published 
at regular intervals by the Government’s statisticians in the form of 
tables showing the U.K.’s Balance of Payments. Since 1970 the tables 
record transactions referring to current account (indicating export and 
import of goods and seirdces), currency flows and flnancing. 
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The following table summaries the balance of payments for 1975- 


77 - 



1975 

1976 

1977 

Current Account 

Visible trade: Oil 


-3=973 

— 2,804 

Other goods 

-94 

+463 

+ 1=192 

Invisibles 

+ 1=591 

+ 2,403 

+ 1=577 

Current balance 

-1,614 

-1=107 

-35 

Current balance 

-1,614 

-1=107 

-35 

Capital transfers 

— 

— 

— 

Investment and capital flows: 

Official long-term capital 

-288 

-158 

-302 

Overseas investment in United 
Kingdom public sector 

+ 43 

+ 203 

+ 2,179 

Private investment (net) 

+ 336 

-92 

+ 1,219 

Overseas currency borrowing or 
lending (net) by United 
Kingdom banks 

+ 235 

— 106 

+ 265 

Changes in external sterling 
liabilities 

-67 

-1=152 

+ 1=452 

Trade credit and other short-term 
flows 

-56 

-1=501 

— 1 1 

Balancing item 

-54 

+ 285 

+ 2,596 

Balance for official financing 

-1=465 

-3=628 

+ 7=363 

Financed as follows: 

Drawings on IMF 


-f 1,018 

+ 1=113 

Drawings on other monetary 
authorities 


—34 


Foreign currency borrowing: 

By Her Majesty’s Government 

+ 423 


+871 

By United Kingdom public sec- 
tor under the exchange cover 
scheme 

+ 387 

+ 1=791 

-1-241 

Draftings on ( + ) /additions to 
( — ) official reserves 

+ 655 

+853 

-9=588 


Source: Treasury Statistics 
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ITEMS IN CURRENT ACCOUNT 

The following terms should be noted; 

{a) Visible trade. This refers to exports and imports of goods. The 
importance of oil imports is seen clearly. The term “visible 
trade” is known also as “balance of trade”; it records the 
difference in value of imports and exports. 

[b) Invisibles. This refers to the import and export of services, i.e., 
the U.K.’s “invisible trade”. Among the more important items 
are: transactions in services between the U.K. Government 
and recipients overseas, e.g., embassies; earnings of ships 
owned by British operators; receipts from the use of British 
airlines; personal expenditure in the U.K. by visitors from 
abroad; interest and dividends accruing to, or payable by, 
U.K. residents; net earnings of U.K. insurance and banking 
firms; cash gifts and payments made by U.K. residents to 
persons overseas. 

(c) Current balance. This term is also known as “balance on current 
account”. There is said to be a favourable balance on current 
account when the value of goods and services exported exceeds 
the value of goods and services imported; there is said to be an 
unfavourable balance on current account when total imports of 
goods and services exceeds total exports of goods and services. 
A favourable balance over a period of years indicates that a 
nation is paying its way; a continuing unfavourable balance is 
a cause for concern since it suggests that a nation is consuming 
more than it is producing. 

{d) Balancing item. This figure is used so as to balance the ac- 
count; it records the net total of errors and omissions in other 
items. 

(e) Drawings on I.M.F. This item refers to the U.K.’s drawings 
and repurchases from the International Monetary Fund 
(I.M.F.) , which is discussed in Chapter 40. 


TERMS OF TRADE 

The U.K.’s terms of trade denote the rate at which its exports exchange for 
its imports. If the U.K.’s exports become cheaper in relation to its 
imports, so that, in effect, the U.K. gains fewer imports in exchange 
for every unit of its exports, the terms of trade are said to have 
worsened, or moved unfavourably. The terms of trade are said to 
have moved in favour of the U.K. if her exports become dearer 
relative to her imports. 
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The numerical value of terms of trade may be calculated thus: 

Index of Exports 

Terms of Trade = — x too 

Index of Imports 

The following table shows the U.K.’s terms of trade in relation to 
the base year 1970. 


Year 

1970 

1971 

1972 

1973 

1974 

1975 

1976 

Terms of trade 

lOO-O 

100-9 

IOI-3 

90-2 

74-6 

8o-8 

80-4 


Source: Economic Trends {H.M.S.O.) 


DEFICIT ON CURRENT ACCOUNT 

Since the end of the Second World War the U.K. has experienced a 
series of economic crises resulting from deficits on current account. 
These crises had their roots in the effects of the war, in which 
physical destruction of assets, loss of overseas markets and the sale of 
overseas assets combined to change the status of the U.K. from that 
of the world’s largest creditor to that of one of the world’s largest 
debtors. Persistent inflation, resulting in large measure from 
unprecedented increases in the price of imported oil, and world-wide 
industrial recession have also contributed to the U.K.’s balance of 
payment difficulties. 

Corrective measures taken by successive governments have 
included, for example, direct restrictions on imports into the U.K., in 
the form of import surcharges and quotas (i.e., limitations on the 
volume of imports in a stated period of time) ; promotion of exports 
by government action, including export rebates and subsidies, cheap 
loans and investment grants for exporters; short term measures, such 
as I.M.F. loans, sale of foreign assets, running down of reserves of 
foreign currencies; devaluation, which involves a lowering of the 
exchange value of a currency in terms of other currencies. The 
necessity to reduce the deficit on current account remains a central 
problem for the U.K. Government. 

G.A.T.T. 

The General Agreement on Tariffs and Trade (G.A.T.T.) was signed 
in 1947. The main provisions of the Agreement include the 
following; 

(a) Discrimination among member countries is prohibited. 
Bilateral -agreements concerning import duties reductions must 
be extended to all member states. 
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{b) Quantitative restrictions on imports and exports are generally 
forbidden. 

(r) Customs duties fixed by common agreement may be modified 
only after consultation with all states concerned. 

{d) Subsidies may be granted only after their potential effect on 
the interests of all member states has been examined. 


EUROPEAN ECONOMIC COMMUNITY 

The Treaty of Rome, which set up the European Economic 
Community (E.E.C) was signed in 1957 by France, West Germany, 
Italy, The Netherlands, Belgium and Luxembourg. The U.K. signed 
the Treaty of Accession to the European Communities in 1972; 
U.K. membership of the Common Market — the most significant aspect 
of E.E.C. — followed. The European Communities Act became law in 1972, 
making the necessary legislative changes called for by exercise of the 
rights of membership of E.E.C. 

Article 2 of the Treaty of Rome states that the Community’s main 
task is: “by establishing a common market and progressively 
approximating the economic policies of Member States, to promote 
throughout the Community a harmonious development of economic 
activities, a continuous and balanced expansion, an increase in 
stability, an accelerated raising of the standard of living and close 
relations between the States belonging to it.” 

Articule 3 of the Treaty sets out the Community’s main activities, 
which include the following: 

(fl) The elimination as between Member States, of customs duties 
and of quantitative restrictions on imports and exports and of 
all other measures having equivalent effects; 

{b) The establishment of a common customs tariff; 

(c) The abolition, as between Member States, of obstacles to 
freedom of movement for persons, ser\'ices and capital; 

{d) The institution of a system which will ensure that competition 
in the common market is not distorted; 

{e) The application of procedures for co-ordinating the economic 
policies of Member States, the approximation of their laws so 
that the common market may function properly, and the 
creation of a European Investment Bank and Social Fund. 
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Exporting 


Tlie export of goods from Britain is undertaken by a number of 
different groups including manufacturers, overseas agents, export 
merchants, export commission agents, export agents, export 
associations, importers’ buying offices and packing and forwarding 
agents. 

MANUFACTURERS obtain orders from customers abroad and despatch 
goods direct or through a forwarding agent. 

AGENTS AND REPRESENTATIVES in foreign Countries obtain orders and 
supply from local stocks or forward the orders to their principals for 
supply direct. They are remunerated by a salary, by commission on 
sales, by profits on goods imported and resold or by a combination of 
these factors. Stockholding agents may be supplied firm (being 
obliged to pay for the goods after an agreed period of credit, whether 
they have sold them or not) or on consignment (the goods remain the 
property of the exporter and when they are sold to a customer the 
agent forwards the purchase price less an agreed commission). An 
agency may be exclusive, when the manufacturer grants the agent the 
sole right to supply customers in a given market, or open-market, when 
customers may obtain the goods through other channels if they wish. 
Exclusive agencies may be illegal in some circumstances, particularly 
in E.E.C. countries; their advantage is that they give the agent a 
more assured market, their disadvantage that they remove the spur of 
competition on price, delivery and after-sales service. Larger 
manufacturers may set up branches, depots or sales offices overseas, 
which act in much the same manner as agents. 

Agents’ services may extend to servicing, repair, debt-collection, 
local advertising, reassembly, repackaging, submission of products to 
national standards institutions, market research and so on. 

EXPORT MERCHANTS (shipping merchants or merchant shippers) 
supply their customers abroad with goods which they themselves 
purchase from various manufacturers. They may ship the goods 
themselves, or instruct agents to do so on their behalf 

EXPORT COMMISSION AGENTS contract to buy goods in the U.K. on 
behalf of clients abroad and to despatch them in accordance with 
instructions. They almost invariably describe themselves as 
“merchants” although they are merely agents. They receive a 
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commission for their services, and either attend to the shipping 
themselves or put it in the hands of forwarding agents. They are 
usually buying agents, and normally do not sell goods on their own 
behalf, although in some cases they act as selling agents for 
manufacturers. Most of the exporting from this country passes 
through the hands of this class of intermediary. 

EXPORT AGENTS are individuals or firms who represent one 
manufacturer or several non-competing manufacturers; usually they 
receive their orders from export merchants or from export 
commission agents. 

EXPORT ASSOCIATIONS Or GROUP SELLING ORGANISATIONS are 
associations of allied or complementary manufacturers who combine 
in order to secure export trade. 

importers’ buying offices are offices in the country of export which 
are maintained by foreign importers for the purpose of buying goods 
on the spot in accordance with instructions sent to them by their 
principals. 

packing, shipping and FORtVARDiNG AGENTS specialise in packing 
goods and, from experience, know the best way to pack goods and 
the most suitable form of packing to use. In addition, these firms 
must carry out on the exporters’ behalf all the formalities connected 
with the shipping of goods. 

GETTING THE ORDER 

MANUFACTURERS get their orders from the following sources: 

(1) Their own representatives visiting possible customers abroad. 

(2) Advertising letters and leaflets sent by post. 

(3) Advertisements in home and foreign trade journals. 

(4) Visiting buyers from foreign firms. 

(5) Agents or foreign representatives. 

(6) Export merchants and commission agents. 

(7) Long-standing connections with buyers abroad. 

EXPORT MERCHANTS get their orders in much the same way as do 
manufacturers, but they do not always depend on one line or class of 
goods. Consequently they have a greater chance of getting business 
by the recommendation of satisfied customers. 

EXPORT COMMISSION AGENTS get their “marks” by recommendation, by 
personal tours in a certain district, or by advertisements in trade 
journals circulating overseas. (Foreign importers have a special mark 
put on the cases containing their goods, and to “get a mark” is a 
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term often used by commission agents to signify the securing of a new 
client.) 

EXPORT AGENTS, PACKING, SHIPPING AND FORWARDING AGENTS, in SO far 
as they act as exporters on their own account, secure their orders in 
the same manner as export merehants or manufacturers. 

EXPORT ASSOCIATIONS, being combinations of manufacturers, secure 
their orders through the intermediary of the members of the 
association if their agreement is to “pool” orders received. Otherwise 
they obtain the orders in precisely the same way as an individual 
manufacturer. 

IMPORTERS BUYING OFFICES receive from their home offices their 
instructions to buy and export goods. 

DIRECT OR INDIRECT EXPORT 

A manufacturer who is about to enter the export trade must decide 
whether he will enter the foreign market himself as an exporter, or 
whether he will have his commodities exported through professional 
exporters of the types already mentioned. 

The chief factor entering into the problem of whether the 
manufacturer shall be his own exporter or shall employ a professional 
exporter is that each is a specialist in his own sphere. The 
manufacturer is a specialist in the commodities he manufactures, and 
to that extent is more conversant with their potentialities than a 
professional exporter. On the other hand, the professional exporter is 
more skilled in the methods of his particular market. He has the 
organisation, capital and experience necessary to ship and to finance 
his shipments to the market in which he specialises, and often he can 
do this more easily than the manufacturer could. 

INQ^UIRIES AND Q^UOTATIONS 

An export commission agent is rarely asked to make quotations, since 
his customer usually relies upon the agent’s judgment to secure the 
goods at the best prices available, but, in the case of direct exports, 
inquiries and quotations are commonly received and given before an 
order is secured. 

An inquiry is a request to be informed of the price at which goods 
will be sold, or serrdees rendered, while a quotation is the reply to an 
inquiry. Both should contain full details of the goods required, their 
description, catalogue number or grade, sizes, weights or other 
distinguishing features, the number or quantity, time and method of 
delivery, method of packing, and, in the case of a quotation, the 
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price and terms of sale. It is especially important in foreign trade to 
make certain that all the necessary information is given, and, where a 
quotation is based upon an inquiry, it should repeat all the details of 
the inquiry, together with any further details not contained therein, 
but which form part of the contract of sale. 

In the case of the first inquiry, it is usual to make some 
investigation of the financial position of the client, either by means of 
a banker’s reference, by means of a trade reference, i.e., inquiry of 
some firm or firms who have had business dealings with the person in 
question, or through inquiry agencies. 

Inquiries and quotations are frequently made by means of 
telegrams or cables sent in code. Instructions for the use of the 
various public codes are to be found in the publications themselves, 
but exporters frequently have their own private codes specially 
compiled for their particular businesses, copies of which they supply 
to their customers. It is the common practice of both exporters and 
importers to have printed upon all the documents they use in foreign 
trade the names of the various public codes they habitually use, 
together with the cable addresses which they have registered with the 
postal and cable authorities for telegraphic use. 

Before making a quotation, an exporter would have to calculate 
the prices at which he could carry out the shipment. The cost of the 
goods would be known to a manufacturer, but a professional exporter 
would have to make his own inquiries from various manufacturers, 
and thereafter consider which is likely to give the greatest satisfaction 
to his customer in quality, price and time of delivery. He must also 
ascertain the costs of packing, delivery to the seaport, warehousing, 
insurance, marking, inspection (if necessary), shipment, freight, 
insurance and finance. 

Which of these expenses it would be necessary to include in the 
calculation of the export price would depend upon the terms of 
delivery called for in the inquiry, and the method to be adopted for 
financing the transaction. 

It may be necessary for the exporter to quote the price in his own 
currency or in that of his customer, according to the terms of the 
inquiry and the circumstances of each particular case. Where a 
quotation is to be made in the foreign currency it will be necessary to 
calculate through the forward exchange market at what rate of 
exchange the exporter will be able to sell his foreign exchange when 
the transaction has been completed. 


PRICE quotations 

In addition to the terms used in connection with purchases and sales 
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already dealt with in Chapter lO, special terms are used in the 
quotation of prices in international trade. The following are among 
the most common: 

DELIVERED OR FREE DOCKS is Occasionally met with in cases where the 
inquiry relates to goods which are to be exported. The charges of 
unloading (if any) and delivery to the docks at the port of departure 
are included but dock dues, wharfage and porterage are not. 

F.A.s. (free ALONGSIDE SHip) means that the goods are delivered to 
the side of the ship, but that any charges for loading on to the ship 
are extras. 

f.o.r. (free on rail) and f.o.t. (free on trucks) cover all costs up 
to and including loading on rail. The buyer pays all subsequent costs, 
including railway and other transport charges. 

F.o.B. (free on board) includes the cost of loading the goods on to 
the ship. It is the duty of the seller here to secure from the shipping 
company some form of receipt for the goods, and to hand this to the 
buyer. Such a quotation usually names the port, e.g., “F.O.B., 
Glasgow”, but if it reads, e.g., “F.O.B. , English Port”, the buyer has 
the option of naming the port of delivery. 

c. & F. (cost and freight) signifies that the freight will be paid by the 
seller and that he will secure the necessary bills of lading. Such a 
quotation must include the name of the port at which delivery will 
take place, e.g., “C. & F., Calcutta”. 

c.i.F. (cost, insurance and freight) includes freight as well as the 
cost of insurance over the risks commonly insured against in the 
particular trade. Such insurance will not usually include exceptional 
risks, e.g., war risk. It is the duty of the seller who quotes c.i.f. prices 
to pay the premium for the insurance and to secure the relative 
insurance policy or certificate. The port to which the charges are paid 
must be named. 

C.I.F. I. (cost, insurance, freight and interest) is occasionally met 
with, and additionally to freight and insurance includes interest on the 
value of the shipment. C.I.F. I. quotations are made, for instance, by 
agent acting for an importer, and sometimes the agent’s commission is 
added, thus, C.I.F.C.I.” {i.e.. Cost, Insurance, Freight, Commission 
and Interest). 

C.I.F. & E. (“e” standing for “exchange”) signifies a C.I.F. quotation 
which includes also the risk of exchange fluctuations; sometimes it is 
used for the inclusion of the banker’s charges. 
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EX SHIP means that the seller will pay all expenses up to the time the 
goods arrive at the port of discharge, but that the buyer must bear 
the cost of taking delivery from the ship. 

LANDED signifies that the seller pays all expenses on the goods up to 
the point of discharge, including those involved in landing them from 
the ship at the named port. 

IN BOND means that delivery is to be made into a customs bonded 
warehouse at the named port, but that any charges for withdrawal 
therefrom have to be borne by the buyer. 

DUTY PAID includes the import duty, and may or may not include the 
charges for warehousing to the date of withdrawal. 

FRANCO, RENDU or FREE means that all charges for delivery to the 
buyer’s warehouse are included in the quotation. 

TERMS OF PAYMENT 

These, too, enter into the calculation of prices in foreign trade. An 
exporter who is an agent or merchant would meet not only with the 
terms of payment which were explained in Chapter 10, but also with 
the following: 

c.w.o. (cash with order) and c.o.d. (cash on delivery) are 
occasionally used in first transactions, or where single articles of small 
value are exported. Under C.O.D. terms payment is usually secured 
by sending the relative documents of title, or, in the case of postal 
despatches, the goods themselves, through a bank, or by sending the 
actual goods by postal C.O.D. service. In either case, delivery is 
made only on payment of the invoice amount. 

DRAFT TERMS include all conditions of sale involving the drawing of a 
draft by the exporter. Such conditions stipulate usually that the 
documents of title to the goods shall be delivered to the importer 
either against acceptance (D/A) or against payment (D/P) of the 
relative bills of exchange. 


THE ORDER OR INDENT 

The next stage in exporting procedure is marked by the importer s 
acceptance of a quotation, and takes the form either of an order or of 
an indent, which is forwarded by telegraph, cable or mail to the seller 
or to the importer’s buying agent. This contains the importer’s 
instructions concerning the goods to be exported, gives full 
parUeulars with regard to size, quality, shipment required, etc., and 
also states the price the importer is wilhng to pay. 
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SPECIMEN INDENT 


Indent No A. 416 


94 Smith Street, 
Bombay, 
India 

24th March 19 . . 

James Hands & Co, Lid, 

Leadenitall Street, 

London, E.C. 3 

Dear Sirs, 

Kindly purchase and ship on our account the under-noted 
goods, or as many of them as possible: 

delivery C.iJ. Bombay. 

PAYMENT Draw at 10 djs DjA through Bank of India, Bombay. 

SHIP By first available steamer. 

201 — upwards. 

, y' \ ^ \ 

0 


MARK 


Bombay 


Yours faithfully, 
JOHN DAWSON & CO 
per M. Simes 


NO OR 

DESCRIPTION 

1 

1 

PRICE OR 

REMARKS 

QUANTITY 

(QUALITY 

6 doz. 

Ajax cycles 

Half ‘A’ 

Transfers on 

1 


quality 

frame “John 



Half ‘B’ 

Dawson & 



quality 

Co, Bombay’ 

12 

Motor Cycles (3 each 

Various prices 

Transfers as 


Minerva, Roade, 

Rex and Jester) 

in each make 

above 

gross 

Cycle pumps — ^hand 

Medium quality 


3 doz. 

Cycle pumps — foot 




NOTES 

(1) Indents are numbered just as order forms are numbered, and for the same 
reason. 

(2) “Or as many of them as possible.” Some such phrase as this is often inserted 
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to indicate that the buyers will not refuse to accept a portion of the goods 
if the order is incomplete. 

(3) The delivery date and shipping time are mentioned by the buyer to 
ensure his getting the goods in time for a seasonal sale time. 

(4) Payment at 10 d/s means that the buyers will pay the amount of the bill of 
exchange drawn on them by the agent, not later than 10 days after it is 
presented to them. D/A [Documents against Acceptance) means that the 
documents of title to the goods must be delivered to the importers against 
acceptance of the bill of exchange. Similarly D/P means Documents against 
Payment. 

(5) Part of the above indent is closed', that is, it is an order for specific goods. 
Part is open and merely indicates classes of goods and qualities. In the first 
case the agents simply give the orders and instructions to the firms con- 
cerned. In the second case their buyers must select and buy for the 
Bombay firm. 

(6) Goods sent by ship do not have the name and address of the importer 
marked upon them, but bear some distinguishing mark, number and port 
mark. The object of this is to facilitate unloading, completion of Customs 
entries in various ports, and to ensure secrecy to the importer. 

DEALING WITH THE ORDER 

The indent is acknowledged and then sorted in the exporter’s offices; 
that is to say, it is divided into the various classes of goods, and for 
“open” lines a decision is made as to the exact articles to be ordered, 
and the firms to which the orders shall go. As soon as these details are 
settled, and a particular ship has been decided upon, all the 
particulars are entered in the “shipping book”. 

PACKING AND MARKING 

Packing may be undertaken by the manufacturer or by a firm of 
packing agents. It is an extremely important part of the exporting 
procedure and should receive careful attention. Any instructions 
given by the importer must be strictly observed, or, where no 
instructions are given, the custom of the particular market and the 
local important regulations for that class of goods must be followed. 
To facilitate handling, the packs must not be bulky. Also the freight 
charged may be based upon the measurement of the consignment, 
and in this case the maximum quantity of goods, consistent with 
safety, must be packed in the minimum of space. 

If the goods are not uniform in size and shape, they should be put 
together in the warehouse as compactly as possible in the position in 
which it is suggested they should be packed. The packer will then 
arrange for cases or bales of appropriate measurements to be made. 

A distinctive mark and number, together with the port of 
destination, should be marked on each pack by means of a stencil. 
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The measurements should also be marked on the outside, and in 
some cases the gross weight, tare and net weight should be included. 
The use of a distinctive mark for each class of goods is of great 
advantage in facilitating the storing of goods on arrival, and this 
usually consists of some simple geometric figure which may include 
the initials of the importing firm and the number of the indent. 

SHIPPING THE GOODS 

When the goods are ready for delivery the exporters make 
arrangements with the shipping company to reserve space for the 
goods — ^an important matter when trade is brisk — and send shipping 
instructions to the various manufacturers or merchants from whom 
the goods are being obtained. 

If the exporter of the goods resides inland, the actual shipping will 
be carried out on his behalf by a shipping agent to whom an advice 
note is sent containing particulars of the goods, name of steamer or 
ship, destination, measurements or weight and value of the goods. 

SHIPPING NOTE AND DOCK RECEIPT 


Leadenhall Street 
E.G. 3 

J.174 25th June, 

To the Superintendent, 

India Dock 

Please receive the undernoted cases and ship by 
s.s. ‘CEMTURIOyr for Bombay 

All charges to our account 

JAMES HANDS & CO LTD 

John Smith 

Manager 


MARK AND NOS 

PARTICULARS 

REMARKS 

0/117167 ^ 

One (i) 

Case Cycle 
Accessories 

Part of 
Consignment to 
same mark 

Overall 

measurements 

1-2 X J -8 X 

o-y m 

. 

Received Bombay 


No J.174 

West India Dock 
s.s. ‘CENTURIOIP 
for Bombay 

John Dawson & Co 



Bombay 
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NOTES 

(1) The counterfoil is retained by the exporter as his record of the note that 
has been sent. Perhaps a better method is to have the shipping note made 
in actual duplicate by means of a carbon copy, as this avoids the possi- 
bility of any difference between the counterfoil and the note itself The 
carbon copy is similar in form to that given above, except that, in place of 
the words “Please receive” is printed the word “Received”. The object of 
tliis is to enable it to be presented by the delivering carman to the Dock 
authorities for signature, after which the document becomes a dock receipt. 

(2) The exporters send in the shipping note because they effect actual de- 
livery of the cycle accessories at the docks themselves. In the case of goods 

. consigned through to the docks {e.g., the cycles ordered in Coventry), 
British Rail would be responsible for delivery and would make out the 
shipping note and obtain the dock receipt. 

(3) Sometimes a shipping company will not accept goods for shipment unless 
the shipping note is “backed”. This happens when there is great pressure 
on the carrying space, and there is a possibility that goods may be de- 
livered for shipment which simply cannot be loaded, and will have to 
remain on the dock. To avoid this the shipping company informs shippers 
that all shipping notes must be submitted to them before goods are sent to 
dock. If the vessel is not yet full, they indorse the shipping note on the 
back (“backing”); if all its space is arranged for. the sliipper is told so and 
does not deliver his goods to the dock. 

About the same time as the shipping instructions are sent out, the 
exporters may deliver to the dock certain of the other goods which 
have been bought by them in London and which they have 
unpacked, inspected and repacked. With the goods they send a 
shipping note (or shipping order). As regards those goods which the 
suppliers pack and deliver to the dock, the shipping note would be 
prepared and delivered by the suppliers. 


DOCK RECEIPTS AND MATE’s RECEIPTS 

Goods may be delivered to a ship either directly, from the quay or 
from a lighter or barge or through a dock company or warehouse. 

When delivery is made to the dock, a dock receipt or wharfingers 
receipt is received but when the goods are delivered direct to the ship, 
the shippers obtain a mate’s receipt, which is a receipt for the goods 
signed by or for the mate (chief officer) of the ship. Each of these 
documents constitutes a receipt for the goods and is eventually 
exchanged for a bill of lading. 


SECURING THE BILLS OF LADING 

Before the goods have all been delivered to the docks the exporter 
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prepares tiie necessary documents {bills of lading and invoices), and 
insures the goods against maritime and other risks in transit. 

The bill of lading is a document wherein the steamship company 
gives its official receipt for goods shipped in one of its vessels, and at 
the same time contracts to carry them to the port of destination. It is 
also a document of title to the goods and, as such, is freely 
transferred by indorsement and delivery. A bill of lading is not, however, 
a fully negotiable instrument. 

Bills of lading are prepared for each consignment, usually in a set 
of three identical bills, each bearing reference to the others. These, 
known as the parts of the set, are signed. In addition two unsigned 
copies are made out. The exporter fills in the particulars of the goods, 
marks, destination, name of ship and so forth, and lodges the bills at 
the shipping company’s offices together with the dock receipts (or 
mate’s receipts, as the case may be). The shipping company makes 
out a freight note (invoice of the charge for carrying the goods) and 
forwards it to the exporter. As soon as the freight charges are paid, or 
payment thereof otherwise satisfactorily arranged for, the bills of 
lading are checked and signed by an authorised clerk on behalf of the 
master of the vessel, and the shipping company returns the receipted 
freight note, together with the signed bills of lading, to the exporter. 
Very often the bills of lading are sent with the freight note, and the 
charges for freight are paid later, but a shipping company will take 
this course only with a shipper who is well known to them. 

A signed part conveys the title to the goods, and, since one of them 
must reach the consignee before he can claim the goods to which 
they relate, it is customary to send at least two and sometimes three 
parts by different air-mails, so that if one, or even two, are lost, there 
is still a third to rely on. One copy is usually retained by the exporter 
and one by the master of the ship, for purposes of record. These are 
usually overprinted with the word “copy”. 

When goods are sold under a contract whereby the importer 
agrees to pay freight — this is most common with raw materials and 
commodities subject to pilferage — the bills of lading will be sent 
forward to the importer marked “freight forward”, but this can be 
done only by agreement with the shipping company. When the goods 
in such a case arrive at their destination, the importer presents the 
bill of lading to the shipping agent, who passes him a freight note 
and, on payment of the freight, stamps the bills of lading with a 
freight release, or alternatively exchanges the bill of lading for a 
separate document termed a freight release. 

A bill of lading signed without any qualifying clause is called a 
“’clean” bill of lading, and is taken as proof that the relative goods — or 
at least the cases — were in good condition when loaded. If, however. 
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the document bears words such as “two sacks broken”, or “one case 
damaged”, the bill of lading is a foul or claused bill. Such a bill of 
lading is of restricted value as security or as evidence of shipment. If 
the importer is inclined to take any opportunity of refusing delivery 
or of making claims for damage, such a foul bill of lading generally 
results in dispute leading to litigation or reference to arbitration. In 
order to avoid this the exporter usually endeavours to persuade the 
shipping company to accept a letter of indemnity, which is a letter 
addressed by the exporter to the shipping company, agreeing, in 
return for clean bills of lading, to indemnify the company for any 
claim on the part of the importer in respect of the goods. If 
fundamental defects are known to the shipper and the shipowner or 
their agent at the time a clean bill is issued, this amounts to a 
conspiracy to defraud an assignee for value who may rely on the 
clean bill. The indemnity is thus tainted with fraud and is 
unenforceable in an English Court. 

Bills of lading are clearly most important documents, as the master 
of the vessel will hand over the goods only to the persons named in 
them, or to any other person to whom they may be indorsed. When a 
bill of lading is made out in favour of a named person “or his order 
or assigns”, or simply “to order”, it cannot be effectively transferred 
without indorsement. 

FORMS OF BILL OF LADING 

A bill of lading contains a long list of exceptions and conditions. It 
serves three purposes: 

(1) It is a quasi-negotiable document of title to the goods. 

(2) It acknowledges receipt of goods on board. 

(3) It is evidence of the terms of the contract of affreightment between the 
shipper and shipowner. 

In 1921, following an international conference at the Hague, a 
standard set of clauses for bills of lading was drawn up for use as an 
international code. The Hague Rules, as they are called, set out the 
rights, responsibilities and liabilities of the carrier in respect of goods 
whilst on board his vessel, and thus are complete in themselves. If a 
bill of lading contains a provision incorporating the Hague Rules, 
then the whole of those rules apply as if they were each set out in the 
bills of lading. 

The Hague Rules were given statutory effect by the Carriage of 
Goods by Sea Act 1 924, in which they are reproduced as a schedule. By 
this Act, all goods carried by sea under a bill of lading _/ron2 any port 
in Britain or Northern Ireland are carried subject to the provisions of 
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the Act which forms the basis of the liability of a sea-carrier. In 
accordance with this Act, every bill of lading issued in respect of such 
shipments must incorporate, as part of its terms, the Rules seheduled 
in the Act, which amount, in effect, to a series of standard clauses. 
These Rules impose on the carrier certain responsibilities and 
liabilities in relation to the loading, handling, storage, carriage, 
custody, care and discharge of the goods, and, at the same time, they 
entitle the carrier to certain immunities. 


ship’s manifest 

Full details of all bills of lading are entered in the ship’s manifest, a 
document prepared and signed by the master which contains 
particulars of all cargo, stores and dutiable articles carried on board. 
The manifest is required to be produeed to the port authorities, the 
customs officials and Commercial Consular staff on demand. 


CHARTER PARTY 

Where a shipowner lets a ship or some part of its carrying capacity 
for the conveyance of goods for a particular voyage or for a specific 
period, such an agreement is termed a charter party. The ship usually 
remains in the possession, and under the control of, the charterer for 
the specified voyage or time. The particular port at which the ship is 
to discharge may not be stated in the charter party, this being 
disclosed later. 

Charter parties are of several kinds, but usually fall into one of two 
classes; [a) voyage charters and {b) time charters. 

A voyage charter is one under which a ship is hired for one or more 
voyages, whilst a time charter is one providing for the hire of a ship for 
a specified time. 

There are many well-defined forms of charter party used in various 
trades, but all voyage charters provide, inter alia, as follows; 

(1) The shipowner undertakes that the ship is in a seaworthy 
condition, and that it shall be available and ready at the port of 
shipment at a certain time. 

(2) The charterer agrees to load a specified amount of cargo on the 
ship, and to pay freight on an agreed tonnage. 

(3) Provision is made for days to be allowed for loading and 
unloading, known as lay days, and for the payment by the 
charterer of demurrage for days in excess of that period, or 
payment by the shipowner of despatch money for lay days not 
used. 
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Dead Freight. Freight is usually calculated at so much per ton, and if 
the ship is not fully loaded, the difference between the freight for the 
actual cargo shipped and the total freight which must be paid is 
referred to as “dead freight”. 


INSURING THE GOODS 

Before the goods are despatched, they should be insured against sea 
perils. The main features of marine insurance are discussed in 
Chapter 20; here we note that there are two main classes, differing in 
the amount of “cover”, or protection, they give; 

(i) WITH PARTICULAR AVERAGE (w.A.), which covcrs not Only total 
and general average loss, but also partial loss or injury to the 
particular consignment suffered in transit, which is not by way of 
general average. “Average” in this connection signifies partial 
loss. 

(2) FREE OF PARTICULAR AVERAGE (f.p.a.), which insurcs against 
total loss, general average loss and specified particular average 
loss only. 

The policy is a document setting out the contract for insuring the 
goods. Marine policies can be made out in favour of one person or 
firm, and by simple indorsement and delivery may be assigned to 
another. 

There is one other term in marine insurance which must be 
understood. Suppose a ship encountered difficulties during its v'oyage, 
and, for the general safety of the crew, cargo and ship, the captain 
was forced to lighten the ship by casting over {jettisoning) cargo, or 
that he had to employ another vessel to tow him into port. In such a 
case the cost of the action thus taken to save the ship is a general 
average sacrifice and must be shared proportionately by all the parties 
concerned, i.e., by the owners of the cargo, ship and freight, or by 
their respective underw'riters. There is a long list of such possible 
risks, and they all come under general average, whether the loss is to 
the ship, to the cargo, or to the freight at risk. 

Having secured the policy, the exporters can send either the 
document itself or a duplicate to the consignee, and charge the 
amount of the premium in their invoice. 
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INVOICE 

Cable Address: HandcufT, London leadenhall street, 

Codes Used: A.B.C. (6th Ed.), Lieber’s London, e.c, 3 

& Private 27th June, 19 . . 

MESSRS JOHN DAWSON & CO 

Bought of JAMES HANDS & CO, LTD, 

Export Commission Agents 

Goods shipped per s.s. Centurion of Harrison Line on 26lh June, 19 . . 


MARK 

Q,UANT. 

description 


£ 


1 

>• (72) 

18 Cycles 

Qual. A 

18 Cycles 

Qual. B 

£55 

2340-00 

1980-00 

BOMBAY 

201-212 

Cases Mos 

12 201-212 


Commission 2j% 


Freight and primage 
12 cases 


B./L. 30 p. Transport and Dock 
Insurance ;^2,4oo @ 0-55% 


Charges £66-00 


V through the Bank of India Ltd 
& O.E. 

18 


4320-00 

io8-oo 


4428-00 

400-00 

60-00 

66-30 

23-76 


4978-06 


' ^ frS.madVbTsrpo'Le^ approximate percentage on the 

S)- '' '^^Jrulated per ton, per package, or ad valorem (according to 

12 c(ues.” This IS the cost of the cases containing the goods 
B.jL. sop", represents the charge for the B./L; forms 
Insurance is calculated on the value of the ironHc 

• j • c- gooas. In some cases the exoorter is 

instructed to insure for 10 per cent anticipated profit. ^ 


(3) 

( 4 ) 

(5) 
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( 6 ) Commission at an agreed rate on the invoice price of the goods. 

(7) '"Drawn at", etc. This information is given to show the importer whence to 
anticipate the exporter’s draft and the documents covering the goods. The manner 
in tvhich payment shall be made is a matter for agreement between the parties. 

(The items to be included in the invoice will, of course, depend upon the terms on 
tvhich the goods have been sold, e.g., C.I.F., F.O.B.) 


INSURANCE CLAIMS 


In case of any claim made under a marine insurance policy the 
following documents are necessary; 


Total Lass 
Bill of Lading 
Captain’s Protest 
Insurance Policy 
Subrogation of rights in the 
insured goods 


Particular Average Loss 
Bill of Lading 
Captain’s Protest 
Insurance Policy 
Certificate of Survey 
Certified Account Sales, if 
the goods are sold 


captain’s protest (or Ship’s Protest) is the sworn statement of the 
captain giving particulars of the loss and the cause of it. 

CERTIFICATE OF SURVEY is given by the Lloyd’s surveyor or other 
marine surveyor who surveys the goods and assesses the damage. 

CERTIFIED ACCOUNT SALES shows how much is eventually obtained for 
the goods if they have been sold. 


PREPARING THE INVOICE 

The invoice for the goods is made out in triplicate, in quadruplicate 
or in greater number as may be required, one to go with each 
executed bill of lading. A typical invoice is shown on the previous 
page, the Notes below refer to it. 


CERTIFICATES AND DECLARATIONS OF ORIGIN 

The European Economic Community (E.E.C.) makes use of 
declarations of origin to ascertain the origin of its imports. The pur- 
pose is to ensure that the appropriate duty' is levied on merchandise 
and that no evasion takes place by means of routeing consignments 
through countries enjoying a preferential tariff. The exporter declares 
and certifies the origin of the goods on an official form. 
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CONSULAR INVOICES 

In many countries ad valorem import duties are charged and, in order 
to avoid incorrect returns, it is required that the importer shall 
present an invoice containing the F.O.B. prices and shipping charges, 
duly certified as to correctness by the Consul of the importing 
country stationed in the exporting country. A special form is 
required, and the exporter or his agent has to certify the accuracy of 
the prices given, after which the Consul appends his signature in 
return for a prescribed fee. One or more copies are retained by the 
Consul, one being forwarded to the customs authorities in the port of 
destination. The other copy (or copies) is handed to the exporter, 
who forwards it to the importer with the other documents. 


PRE-ENTRY AND ENTRY 

Goods for export are either entered or pre-entered to customs, 
according to their nature or origin. Generally, goods subject to 
special restrictions, duties or rebates are required to be pre-entered, 
i.e., entered to customs for clearance before export is permitted. 
Goods from a bonded warehouse on which duty has not been paid, 
transit goods, drawback goods {i.e., goods on which duty paid is to be 
refunded on export) and goods to be charged with duty of any kind 
must be pre-entered. Explosives, and categories of goods the customs 
decide to require pre-entry for (at present goods requiring export 
licence) must be pre-entered. All other goods must be entered to 
customs within six days after export. 

In general, goods are pre-entered on a shipping bill, a customs form 
calling for detailed particulars of the goods and entry is required on a 
specification, a similar but not so detailed form. 


SECURING PAYMENT 

When the shipment has been despatched, the exporter takes steps 
to reimburse himself for his outlay and commission. This he does 
under the conditions of the order by drawing a bill of exchange (see 
Chapter 33) either on the importer or upon some bank with whom 
the importer has made suitable arrangements. There are three main 
methods by which the exporter may finally secure payment, under 
draft terms, each of which will be considered in turn. 

First, the exporter (say to Australia) can draw a draft on the 
importer, ordering payment to be made to the exporter’s order or to 
his bank, attach to the draft the bill of lading, marine insurance 
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policy, invoice, and certificate of origin, endorse the first three in 
favour of his bank (there is no need to endorse the draft if it is made 
payable to the bank), and hand the documenlary draft to his bank for 
collection. The bank will fonvard the whole to their branch or agents 
in Adelaide (endorsing all necessary documents), who will present 
them to the importer, and the draft (or acceptance, as it is now called) 
will be retained undl it matures for payment. Alternatively, if the 
credit of the importer is not assured, the documents may be handed 
over only on payment of the bill. Upon maturity of the draft it will 
be re-presented and the funds received will be entered to the credit of 
the exporter’s bank which will then credit the account of the 
exporter. The documentary draft would be handed to the London 
Office of the exporter’s bank. 

Had he desired to secure his funds earlier, the exporter could have 
asked an Australian bank to discount his draft; he would then be 
asked to sign a letter of hypothecation. This is a letter addressed to a 
bank, detailing a draft or drafts relating to a shipment of goods. In 
the event of the dishonour of the draft the bank is authorised to sell 
the goods in order to reimburse itself for the amount advanced to the 
exporter in discounting the draft. Provision is made in the letter of 
hypothecation for the adjustment of any balance owing to or from 
the bank, representing the difference between the face value of the 
bill and the proceeds of the sale of the goods, less the expenses 
thereof The effect of the letter is to give the banker a charge on the 
goods and their proceeds. 

The procedure with regard to presentation and payment of the bill 
would be the same as in the previous case, except that the proceeds of 
the bill would not be credited to the exporter, he having already 
been paid when his bill was discounted. This method would most 
probably be followed in the example given. 

It is a common practice nowadays for exporters to require 
importers to provide them with a letter of credit, the purpose of which 
is that the exporter shall be able to draw his draft upon a bank. In 
such a case the importer will request his bank to issue to its agent or 
branch in the exporter’s country a letter of credit requesting the 
agent or branch to accept the exporter’s draft drawn against a stated 
shipment. The letter of credit states the usance of the bill, a 
maximum amount, the period within which it must be drawn, and 
the documents which must accompany it. The bank issuing the credit 
will give the importer a letter, addressed to the exporter, authorising 
the exporter to draw such a draft, and repeating the stipulations 
referred to above. This letter of credit may contain words implying a 
guarantee that the agent bank will accept and pay the bills upon due 
presentation. It may also state that the draft must contain a reference 
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to the number of the credit under which it is drawn. In such a case 
the exporter will attach the credit to his draft and present the whole 
to his own bank for discount. The exporter’s bank will present the 
draft for acceptance by the bank upon which it is drawn and hand 
over all the documents in return for acceptance or payment, 
according to the circumstances of the transaction. 


COMPLETING THE TRANSACTION 

All that remains is for the exporter to writer to his customer in 
Adelaide, informing him of the shipment of the goods and the 
drawing of the draft, and enclosing a copy of the invoice for his 
information. Finally, the exporter would have to settle the accounts 
of his suppliers and those for insurance, freight, dock charges and 
cartage. 

It should be understood that the above explanations are purely 
illustrative. Many orders are settled without the use of bills of 
exchange, in which case the shipping documents will probably be 
sent direct to the importer; or the exporter may hand them to his 
banker with the request to send them to his correspondent to be 
presented to the importer in exchange for the invoice amount. 


carriage by air 

AIR FREIGHT AGENT 

Exporters may approach the airline direct or go to an air freight or 
orwarding agent (this is the commoner practice). 

fL ^ freight market and can recommend 

the best transport for a given cargo. He will handle the goods and the 
ocuments an may be able to arrange air groupage, i.e., carrying 
re goo s with others for the same destination at a bulk rate. His 
insurance normally covers the goods from the factory and cover 
begins with advice to the agent, without formality. The exporter may 
make independent arrangements for insurance if he wished 

n exporter using an agent completes an Agent’s Advice Note giving 
full particulars of the cargo. This is sent with the commercial invoices 
and any export licence to the agent. The goods are then sent to the 
agent s warehouse or to his office at the airport if he has one. It is his 
responsibility to prepare the consular invoices and air consignment 
note and the customs entry. Many countries, however, have 
dispensed with the need for consular invoices in the case of air 
freight, owing to the impossibility of getting them to the port of 
destination by the time the goods arrive. 
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AIR CONSIGNMENT NOTE (oR AIR WAYBILL) 

The Consignor is required to make out an air consignment note in 
triplicate, which must be lodged with the merchandise. The parts are 
marked: 

(a) “For the Carrier”; 

(b) “For the Consignee”; 

(c) “For the Consignor”. 

The first is signed by the consignor and retained by the carrier for 
manifest purposes. The second is signed by the consignor before 
lodgment; it is signed by the carrier on acceptance of the cargo, and 
accompanies the goods (as “in the ship’s bag” for a bill of lading). 
The third is signed by the carrier and returned to the consignor. It is 
not unusual for copies (as distinct from signed parts) to be made out 
for statistical or filing purposes. When there is more than one 
package, the carrier can require the consignor to make out separate 
consignment notes. 

The note must be printed in one of the official languages of the 
country of departure (e.g., French or Flemish in Belgium) and also in 
either English, French or German. Other translations may be 
included. 

The following details must be indelibly inserted by the consignor: 

(a) place and date of completion; 

(b) departure and destination; 

(c) name and address of consignor and consignee; 

(d) number of packages, marks, etc.; 

(e) nature of goods, weights, quantities, etc.; 

(/) party liable for freight and customs; 

(g) if for payment on delivery, price and collectible expenses; 

(h) where required for certain insurance purposes, the value 
declared; 

(i) the number of parts of the note; 

(j) list of documents attached, e.g., for customs purposes; 

(A:) route and time limit arranged; 

(/) value for customs purposes. 

The carrier may insert, or require to be inserted, reference to the 
apparent condition, packing, etc. (corresponding to ‘ good order and 
condition” or — conversely — “clausing” of a bill of lading). 

The carrier must insert: 

(a) name of first carrier accepting the consignment for carriage; 

(b) freight agreed and expenses; date and place of payment; 
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(c) agreed stopping places; 

{d) a statement that the carriage is subject to the rules relating to 
liability set out in the Warsaw Convention, held in 1929 for the 
unification of certain rules relating to the international car- 
riage of goods by air. See also Carriage by Air and Road Act 1979. 

Whereas the consignor is supposed to make out the note in the first 
instance, in practice it is often made out by the carrier or the agent: 
the agent, drawing commission from the carrier, is not prima facie the 
agent of the consignor. Nevertheless, when the carrier or the agent 
makes out the note he is normally deemed to have done so for and on 
behalf of the consignor. Also, if the note is incomplete in some detail 
the carrier is entitled to complete it to the best of his abihty. 


EXPORT CREDITS INSURANCE 

The Exports Credit Guarantee Scheme, operated by the Exports 
Credit Guarantee Department (E.C.G.D.), an independent 
department responsible to the Secretary of State for Trade, with a 
head office in London and 12 regional offices, assists exporters by 
providing insurance against the risks that overseas buyers will be 
insolvent (the Credit Risk) and that effective currency will not be 
available to buyers with which to pay for the goods (Transfer Risk). 
See Export Guarantees and Overseas Investment Act 1978, which 
consolidates the Export Guarantees Act 1975, and jj. i and 2 of the 
Overseas Investment and Export Guarantees Act 1972. The 1978 Act 
empowers the Secretary of State to give guarantees in connection 
with the export, manufacture, treatment or distribution of goods to 
persons carrying on business in the U.K. and enables him to give 
such guarantees as are expedient in the national interest. 

The Department offers four main types of cover: short-term 
policies, quasi-capital goods guarantees, medium-term policies and 
guarantees to banks. 

Short-term policies are the most numerous. They are designed to deal 
with Credit and Transfer Risks in connection with consumer goods. 

The principal policies are the Comprehensive Guarantee and the 
Comprehensive Guarantee (Shipments). The Shipments policy 
covers the goods after shipment and the other policy extends to the 
pre-shipment risk; and the Comprehensive Guarantee covers also 
the risk of cancellation or non-renewal of an export licence or the 
imposition of a restriction on the export of goods not previously 
subject to licence. 

Both policies cover the buyer’s insolvency, failure to p^y f®^ 
delivered and accepted goods within six months, failure to accept 
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goods, exchange restrictions, import restrictions, war and civic 
disturbance, diversion of voyage, other cause of loss abroad outside 
control of buyer and seller, and the failure of a Government to 
honour its contract. 

The cover guaranteed to the exporter is: (i) on commercial risks — 
insolvency or default, go per cent of the contract price; (2) on 
political risks, 95 per cent. 

PROCEDURE. The exporter makes to the Department: a monthly 
declaration of contracts entered into and shipments made, with totals 
for each country; a monthly declaration of debts which have become 
overdue for a period of three months or longer; application, when 
necessary, for approval of credit limits on buyers to whom the 
exporter proposes to give credit exceeding a sum named in the 
policy. 

CLAIMS. Claims become payable in respect of: 

(1) Insolvency or default. Immediately after insolvency has occurred, or 
six months after the due date of payment of the debt, if by that 
time the insolvency of the debtor, as defined by the policy, has 
not been established. 

(2) Non-acceptance of goods. One month after disposal of the goods. 

(3) All other risks. Four months after the due date of the debt, or the 
occurrence of the event which is the cause of the loss. 

Quasi-capital goods guarantees involve goods which, though 
standard production goods such as lorries and tractors, are normally 
paid for over periods from above 6 months to 3 years. 

Medium-term policies for capital goods are issued for periods of from 
2 to 5 years. They are usually written specially for each transaction 
and do not fit into the general pattern of a standard policy. 

Guarantees to banks are made to assist the foreign buyer to obtain 
loans from the bank. 

In Britain and the United States, much valuable assistance in 
relation to the provision of export credit has been rendered by 
private organisations, called Credit Insurance Companies. These 
institutions guarantee or undertake responsibility for the due 
fulfilment of purchase contracts by overseas importers, and so enable 
exporters to accept orders from buyers on whose credit they could not 
otherwise rely. 
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CHAPTER THIRTY-ONE 

Importing 


Import trade, like export trade, may be direct or indirect. While 
some manufacturers import their own raw materials, the bulk of 
imports into Britain are made indirectly through professional 
importers. There are two main reasons for this. First, the majority of 
the imports are raw materials and foodstuffs, the marketing of which 
requires such highly technical equipment and specialised marketing 
organisation that it has long been the custom for these goods to be 
imported through the intermediary of middlemen who have the 
necessary knowledge and experience. Then, in the case of many 
manufactured imports, the foreign manufacturer extends his activities 
to the British market by opening branch selling offices or by 
appointing sole import agents in the country. 

IMPORTS AGAINST ORDERS AND ON CONSIGNMENT 

GOODS AGAINST ORDERS. Imports which enter Britain against orders 
will have been sent in response to precise instructions forwarded to 
the exporter abroad by a correspondent in this country. Such in- 
structions will specify clearly the type of goods required, their quality 
and price, the mode of packing and shipping, the approximate 
time for shipment, and the port to which they are to be consigned. 

GOODS ON CONSIGNMENT. These are goods sent by an individual or firm 
in one country to an agent in another country, with the intention 
that the latter shall sell them as well as he can and remit the 
proceeds, less his costs and commission, to the sender. The goods do 
not become the property of the agent, and his only interest in them is 
that he is employed to arrange the sale and to account for it to the 
foreign owner. 

By receiving goods “on consignment” a consignee incurs no 
liability other than the obligation to exercise reasonable care in their 
storage and sale, and to remit the net proceeds, less his charges and 
commission, to the consignor. 

Consignment business is more common in import trade, and 
especially in fruit and raw materials, than in export trade and in 
manufactured goods. There are several reasons for this. For raw 
materials there is a steady demand, providing employment for 
brokers and other intermediaries who arrange their sale at the 
produce markets on foreign account, and who are always prepared to 
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deal in the commodities concerned. Such is the reputation and 
connection built up by these import merchants, and so efficient is the 
organisation of produce markets, that many foreign exporters are 
induced to ship their goods on consignment, in preference to 
arranging their own direct facilities for import and sale. 

Manufactured goods, on the other hand, which are dependent 
upon changing fashion and fluctuating demand, and for which there 
is not such an assured market, do not lend themselves to similar 
treatment, and it is usual, therefore, for such goods to be marketed 
direct through actual agents or branches of the foreign exporting 
house. Moreover, the lack of reliable importers in some foreign 
markets has prevented manufacturers from sending their goods on 
consignment. There are, however, occasions when a manufacturer is 
willing to send a consignment in the nature of a sample shipment to a 
reliable agent abroad, usually drawing upon the agent for part, at 
least, of its value. 


PROCEDURE ON IMPORTING 


Whether the goods are imported on consignment or against orders, 
the procedure is much the same. In either case, the sender of the 
goods (the exporter) is known as the consignor, and the recipient (the 
importer or selling agent) as the consignee. 

The first stage of the transaction in the importing country is the 
receipt by the consignee of advice of shipment from the consignor. With 
this would come also the bill of lading, insurance policy, invoice and 
possibly also a weight note relating to the goods. 


PRO FORMA INVOICE 

To Messrs M. Field & Co, 44 Mincing Lane, London, E.C.g 

INVOICE of 50 Pkgs Crepe Rubber shipped per 
S.S. Mandala for London, consigned to Order, 
for sale and account and risk of the 
undersigned 



1-50 


Each 

50 Pkgs Rubber 50 kg 
Shipping Charges 
Freight 


Nett kg 
2500 gop kg 


LONDON Insurance covered in Singapore 


£1250-00 

6o-oo 

8o-oo 


£1390-00 

16 Dec., 19 . . Lefrere & Co, Singapore 
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If the goods are shipped on consignment, the invoice would be pro 
forma, that is to say, “for form’s sake”, and would simply serve to 
show what the shipper had paid in respect of the goods by way of 
cost and charges, or what he hoped or expected to receive for the 
goods (see illustration). Such an invoice, unlike an ordinary invoice, 
does not amount to a charge note for the goods. 


SATISFYING THE CUSTOMS AUTHORITIES 

Apart from satisfying the shipping company as to his right to receive 
the goods, the importer must carefully conform with import 
restrictions and with customs formalities relative to the entry of all 
goods into Britain. Unless these requirements are duly complied 
with, possession of the goods may not be obtained even though the 
importer can secure their release from the shipowner. 

The British customs organisation is regulated by the Customs 
Consolidation Act 1876, subsequent Finance Acts and other special 
Acts. 

These Acts prescribe, in what is known as an import list or tariff, the 
duties which must be paid on certain classes of goods imported from 
abroad, together with the methods of collection, and the various 
formalities to be observed by persons exporting or importing goods, 
and by ships entering or leaving ports in the United Kingdom. 


SHIP S REPORT 


t e rst st^ in their supervision of goods entering this country 
^ customs authorities require the master of every ship 

(o er t an a s ip engaged in the coasting trade), within twenty-four 
lours o Its arrival in a British port, to deliver to the local customs 
known as a ship^s report, specifying the name of the 
s ip, e port o registration and nationality, the port whence the 

p las arrive , the name of the master and details of the crew, 
passengers and cargo. 

may be unloaded until this report has been delivered 

^ ^ false, or to contain a false statement, the master 

IS liable to a penalty. 

IS the intention to unload goods at more than one port in the 
British Isles separate reports for each landing must be furnished. 

Details of all dutiable stores belonging to the ship, master or the 
cre\\ mus a so e given, othenvise any goods not so reported arc 
liable to be seized by the customs officials. 
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ENTRY BY IMPORTERS 

The second step in customs supervision is the requirement that every 
importer of any goods brought into the country, or his agent, must 
furnish to the customs officials a declaration known as an entry which 
must describe the goods in prescribed form and in sufficient detail to 
enable them to be easily identified. 

The same entry form is used, whether the goods are imported in a 
ship, aircraft or even a land vehicle {e.g., over the land frontier from 
the Republic of Ireland). The term “ship” is to be construed as 
referring to other means of conveyance where appropriate. The form 
usually consists of a three-part carbon-interleaved set: the top copy is 
the Customs accounting copy; the second is used by the Government 
for statistical purposes; the third is used for purposes such as V.A.T. 
accounting or exchange control. 

Information required on the entry form includes: names of 
importer, consignor, agent and their addresses; ship’s name; port or 
place of foreign loading and importation; country of origin of goods; 
tariff code number; total value of goods; description of goods; V.A.T. 
registration number. 

It is important to ensure that the Customs entry and invoices are 
presented at the earliest possible moment, as goods cannot be 
released until these are inspected and found to be in order. Goods 
will normally be landed and stored in bond at the customer’s expense 
after three days of grace have elapsed. 

PROCEDURE FOR THE RELEASE OF GOODS 

(1) The importer or his agent must prepare the entry and present it 
with original or certified true copy invoices at the appropriate 
customs office. 

(2) The customs officials compare the particulars on this form with 
the ship’s or aircraft’s manifest and, if the entries agree, the forms 
are passed as correct and one copy is handed back to the 
importer. Any duty payable is due at this stage. 

(3) The importer lodges this copy with the dock or airport 
authorities, who pass it to the superintendent of the warehouse or 
dock where the goods are to be cleared. 

(4) As soon as the goods are landed, the section or warehouse 
foreman gets one of the customs officials in attendance to check 
the entries against the goods. If they are correct, the officer signs 
an out of charge note, and thus authorises the release of the goods. 
If any significant discrepancy is disclosed between the duty 
payable on the description in the entry and the goods themselves, 
the importer will be required to pass a post entry for the additional 
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amount. In case of an overcharge of duty, an over-entry certificate is 
issued, which enables the importer to obtain the necessary 

refund. 


bill of sight 

Where the importer has not received sufficient information 
concerning the goods to complete his form of entry, he obtains from 
the customs authorities a bill of sight, which gives him permission to 
examine the goods in the dock in the presence of a customs officer, 
and also itself constitutes a landing authority. Within three days the 
importer must “perfect the sight” of the goods by sending in the bill 
of sight endorsed with a statement showing (a) whether the goods are 
subject to duty; and (b) if the goods are subject to duty, whether they 
are for warehousing or for immediate use. Thus the bill of sight is, in 
effect, converted into the necessary entry, and it may cover both free 
and dutiable goods. 

If a perfect entry is not made, the goods are removed and may be 
sold one month after landing, if a proper entry has not been made 
within that time. 

SECURING RELEASE OF THE GOODS FROM THE SHIPPING COMPANY 

In order to get the goods from the shipping company, one of the 
executed bills of lading must be presented at the company’s office, if 
there is one at the port or, if not, to the shipbroker or firm which acts 
as the company’s agent and arranges the berthing, unloading and 
clearing of its vessels, as well as the disposal of cargo and the receipt 
of freight charges. Before taking the bill of lading to the shipping 
company or its agents, however, the consignee must ensure that the 
shipper has endorsed the bill if it is made “to order”; and in any case 
the consignee himself must endorse it. 

If the freight were not paid in advance by the consignor, it will 
now be demanded by the shipping company, and, when this and any 
other charges on the goods have been paid, the company or its agent 
will issue in favour of the importer a "freight release” or a “ship’s 
delivery order”, which is an authority addressed by the company to 
the master porter or superintendent in charge at the dock where the 
goods have been landed, instructing him to deliver the goods to the 
person named. The document gives particulars of the goods, specifies 
their marks, the number of packages, the contents and the name of 
the vessel. 

On presenting the delivery^ order or freight release to the dock 
superintendent or to the master porter, and on payment of any 
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charges or dock duties which are demanded by the harbour 
authorities, the person collecting the goods will be given possession of 
them against his signature on the delivery sheet or in the delivery 
book kept at the dock offices. 


DELIVERY AGAINST SUB-ORDERS (sPLIT CONSIGNMENTS) 

If the goods are to be split up amongst a number of recipients, the 
importer will forward the delivery order direct to the dock 

SHIP’S DELIVERY ORDER (OR RELEASE) 


Oriental Steamship Company Ltd 

TO THE MASTER PORTER, VICTORIA DOCK, LONDON. 

Please deliver to Messrs M. Field & Co the goods described here- 
under, ex s.s. Mandala from Singapore: 

Marks and Numbers 

Number and Descrip- 
tion of Packages 

Contents 


W50 

50 packages 

Crepe 

Rubber 


The shipowner will not be 
responsible for damage, or loss 
caused by fire, theft, weather 
or otherwise to any goods 
lying on the Quay or in any 
Quay Shed. Such goods are 
entirely at the risk of the 
owner or consignor. 


per pro 

Oriental Steamship Company Ltd 

James Brown 

Agent 


In some cases, the company or its agent will stamp the “release” on 
the back of the bill of lading thus: 

To the Superintendent, Colonial Wharf 

Subject to safe arrival, please release the goods detailed in the 

bill of lading on the back hereof. 

For Oriental Steamship Co Ltd 

(Sgd) J. Black 

loth Jan., 19 . . 
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superintendent, with instructions to deliver the goods against his 
“sub-orders”. The latter will then be issued as required in favour of 
the various people who are to take away the goods, and must be 
presented to the superintendent before the respective packages can be 
removed. 


landing of bulk goods 

Imports received in bulk, e.g., sand, iron ore and coal, and not in 
packages, have to be weighed when they are landed from the ship, 
and for this purpose they may be transported in container wagons or 
motor vehicles which are weighed under the general supervision of 
the dock authorities both before and after loading. The difference 
between the weight before loading, i.e., the tare, and the weight after 
loading, i.e., the gross weight, gives the net weight of each load, and is 
duly recorded on a weight note for the benefit of the importer. 

CERTIFICATE OF INDEMNITY 

Occasionally, importers find that goods have arrived for them before 
they have received the relative bills of lading. In such circumstances 
they can usually get possession of the goods if they can establish a fair 
claim to them by showing correspondence and giving a certificate of 
indemnity, signed jointly by themselves and their bankers. 


ENTRY FOR WAREHOUSING 

Dutiable goods imported into this country and not wanted for 
immediate consumption are taken to approved bonded store houses and 
vaults established in the principal ports, where they are stored under 
customs surveillance until the duty thereon is paid or secured. The 
owners of such warehouses are required to give a bond to the customs 
authorities undertaking that the goods shall not be removed from the 
warehouse until the necessary duties have been paid. If the goods are 
to be warehoused at a place other than the port of arrival, the 
importer must give a bond for double the amount of the duty. 

Goods taken into bond include wines and spirits, tea, coffee and 
tobacco; and as many thousands of pounds worth of these 
commodities are usually left in the warehouses, arrangements are 
made whereby they can be prepared by the wharfingers for sale in 
accordance with the owner’s instructions, i.e., they are sorted, tared 
and weighed and generally dealt with as if they were in the owner’s 
possession. 

To enable him to deposit goods in a bonded warehouse, an 
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importer must prepare what is known as an entry for warehousing as 
well as a landing order. 

The entry for warehousing requires the importer’s name and 
address and a statement of the warehouse in which the goods are to 
be stored. After the entry has been examined by the customs officer 
the landing order is signed by him and is sent to the place where the 
goods are lying. On receipt of this, the customs authorities allow the 
goods to be delivered to the named bonded warehouse. 

Once the goods have been deposited in the bonded warehouse the 
importer can obtain delivery for home consumption by paying the 
duty and delivering to the customs officer a warrant certified by the 
warehouse keeper. 

It is possible that the importer may want to deliver various 
portions of his goods to different persons. In that case he will deposit 
the warrant with the warehouse keeper and issue delivery orders against 
it. In any case he will usually pay duty only on that portion of his 
goods which he has already sold. 

The import duty on certain foodstuffs and raw material is payable 
on the weight ascertained immediately after landing, but as tobacco 
loses weight while in process of drying in bond, it is re-weighed and 
the importer may elect to pay duty either on the landed weight or on 
the weight when delivery is taken. Wines and spirits which evaporate 
are also re-gauged immediately before the duty is paid. The duty on 
spirits is assessed on the basis of a standard strength called proof and 
an adjustment of the rate of duty may be necessary where the spirits 
are over or under proof 

VALUE ADDED TAX 

V.A.T. ( see Chapter 16) is payable on the import of taxable goods. 
It is generally calculated on the net invoice price, including any 
carriage charged by the supplier, plus customs and/or excise duty. It 
is not, as in a home trade transaction, collected by the supplier, but is 
levied directly by the Customs and Excise Authorities. 

Goods covered by the Zero Rate Schedule are also zero-rated at 
importation, with some few exceptions, in which case the goods will 
be taxable at the appropriate rate on importation. There is no relief 
from tax on the importation of any goods merely by virtue of their 
being mentioned in the V.A.T. Exemption Schedule. Goods covered 
by the Exemption Schedule are taxable at the appropriate rate on 

importation. 1 t 1 j a 

It should be noted that transactions with the Channel Islands and 

with the Gontinental Shelf outside U.K. territorial watere are ^eated 
as imports and exports; but not transactions ber\\een reat ntain 
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and Northern Ireland, nor between Great Britain and the Isle of 
Man. 


re-exporting 

Those goods which, for the convenience of the importer, have been 
stored in a bonded warehouse pending payment of the customs or 
excise duties, can be exported without payment of the duty provided 
the following formalities are complied with; 

A bond, undertaking that the goods will be properly exported or 
otherwise accounted for to the customs authorities and signed by the 
exporter (or his agent) and a surety, must be executed in the 
presence of a customs officer. In case of default the signatories are 
liable to a penalty of twice the amount of the duty involved. A general 
bond is a similar instrument, except that instead of covering one 
particular transaction, it is operative for any number of shipments 
covered by the penalty stated in the bond. 

A signed bond note is then obtained from the customs bond clerk in 
exchange for the bond. On the reverse side of the bond note are 
recorded particulars of the goods to be exported and a warehouse- 
keeper’s order, requiring the warehouse-keeper to deliver the goods, 
which is signed by an officer of the warehousing department of the 
custom house. A shipping bill is now prepared and forwarded to the 
customs officer on taoard the exporting vessel, informing him of 
the goods which are being shipped. 

All these documents are then handed to a licensed carman or 
lighterman, who gives them up in exchange for the goods. The 
subsequent procedure is as already described. 

TRANSHIPMENT 

In some cases goods may have been purchased from abroad for re- 
export and it may be possible to tranship the goods from one vessel to 
another without the necessity of first warehousing them. This 
procedure can be carried out only at certain ports, e.g., Bristol, 
Grimsby, Hull, Liverpool and Southampton. All such goods must be 
specifically indicated as “in transit” in the ship’s report. A similar 
procedure may also be followed at certain airports. 

If the goods are not subject to duty, the importer must fill in an 
“entr>' for free goods in transit on through bill of lading”, together 
with a specification for foreign and colonial goods free of duty in 
transit on through bill of lading”; the first of these documents serves 
as a warrant to authorise unloading, and the latter is necessary to 
comply with the export formalities. 
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CUSTOMS AND EXCISE DRAWBACK 

Customs and excise duties are levied only on goods for home 
consumption. Consequently, when goods on which excise duty has 
been paid are exported, or when goods which have been subjected to 
customs duty are re-exported, the exporters and re-exporters 
respectively would be handicapped were it not that they are entitled 
to a refund or return of the duty paid by them. This allowance is 
known as excise drawback in the first case, and as a customs drawback in 
the other. 

When goods entitled to drawback have been entered and shipped 
for export, a certificate known as a customs debenture is issued by the 
customs authorities, on which the exporter declares that the goods 
have actually been exported and are not intended to be re-landed in 
the United Kingdom. 

PROHIBITED AND RESTRICTED IMPORTS 

In general, there are few restrictions imposed by the Government on 
the import of goods. Under the Import, Export and Customs Powers 
{Defence) Act 1939, the Department of Trade is empowered to 
regulate or, in some cases, prohibit, the import or export of goods. 
Some other Departments have special powers to control imports for 
specific purposes. Prohibited goods are usually those of an injurious 
nature or of a type the import of which would involve some 
contravention of the law, e.g., infected cattle. Explosives, for 
example, and radioactive materials, require a specific import licence. 
Some goods may be subject to quota restrictions. A general import 
restriction may be imposed, for example, on goods from a specified 
country, as in the case of sanctions against the illegal regime in 
Rhodesia. 

RE-IMPORTATION OF GOODS EXPORTED 

Where British goods are exported and within five years are re- 
imported they are entered by ^‘bill of store’ . The importer must 
furnish satisfactory proof of the original shipment and, if the goods 
can be identified, they will be released free of duty on repayment to 
the customs of any drawback or other allowances which were granted 
when the goods were exported. 

PROCEDURE ON RELEASE OF GOODS 

Having now briefly reviewed the various customs formalities which 
have to be attended to by the importer, a typical example of the 
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import of goods on consignment may be considered, such as that 
referred to in the specimen pro forma invoice on page 407, relating to 
an import of rubber. 

The required entry having been made at the custom house and the 
approved copy having been presented at the dock, it is probable that 
the rubber would be placed in a warehouse and that the importers 
would give instructions to a firm of brokers to sell the consignment on 
the London Commodity Exchange. 

The expenses of warehousing would be paid by the importer, who 
would receive from the selling broker a contract note showing the 
prices at which the rubber had been sold, together with his expenses 
and brokerage. The amounts due from the buyers will be paid 
directly to the importer at the due date, or prompt, as it is called, 
whilst the brokerage and sale expenses will be paid by the importer 
to the broker immediately. On his disbursements the consignee (the 
importer) will charge interest against the consignor, together with 
commission on the gross sales amount. 

All these details are included in an account sales which is prepared 
by the importer and forwarded to the exporter. Payment of any 
balance outstanding may be made either by the consignee sending a 
remittance, or by the exporter drawing a bill of exchange upon the 
importer for the net amount of the account sales. 

IMPORTS AND E.E.G. OBJECTIVES 

Article 2 of the Treaty of Rome 1957, which set up the European 
Economic Community (E.E.C.), known also as the Common Market, 
states that the Community’s main task is "by establishing a common 
market and progressively approximating the economic policies of 
Member States, to promote throughout the Community a 
harmonious development of economic activities. . . .” Article 3, 
which enumerates the Community’s main activities, includes the 
elimination, as between Member States, of customs duties and of 
quantitative restrictions on the import and export of goods and of all 
other measures having equivalent effect. In accordance with its 
obligations as a member of the European Community (and I.M.F. 
and G.A.T.T.) Britain has removed quantitative restrictions almost 
entirely from its import of goods from a large number of countries. As 
the harmonious development of the economic policies” within 
E.E.C. progresses, it is likely that considerable changes in Britain’s 
import policies and procedures will take place. 



Part VI 

Money, Banking and Finance 
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CHAPTER THIRTY-TWO 

Money and Methods of Remittance 


In the early stages of society’s development, the exchange of goods 
was effected by barter, that is, by the direct exchange of goods for 
goods. The hunter with more meat than he needed would exchange 
his surplus for the surplus fish of the fisherman or the surplus wool of 
the herdsman. This system depended upon the double coincidence of 
wants and possessions, a matter of difficulty in a small community and 
impossible in a large and growing one. There was also the problem 
of comparing the values of the commodities offered in exchange. 

To facilitate exchange as communities grew, barter was superseded 
by a system of sale and purchase, the indirect exchange of goods. In 
this system an intermediary commodity was used to effect the 
exchange. Money is this intermediary commodity. 

DEFINITION OF MONEY 

Money may be defined as a commodity chosen by common consent to be a 
measure of value and a means of exchange between all other commodities. The 
commodity used as money must be generally acceptable within the 
community in exchange for goods and services and in final settlement 
of obligations. Although money may exist in numerous forms, its 
universal purpose is that it shall be used, either now or in the future, 
to command in exchange for itself the labour or the product of the 
labour of others. Money, therefore, is a means to an end, the end 
being the ability to obtain the goods and services of others. 

Money has taken a variety of forms. Beads, shells and cattle have 
been used in undeveloped communities and developed communities 
have used gold and silver as money, both coins and bullion. Now 
paper money largely replaces coins. Bank notes are used to settle a 
vast amount of the transactions carried out in industrial communities 
and bank deposits subject to withdrawal by cheque are responsible 
for the bulk of transactions in such communities. Many other things 
act as media of exchange, including bills of exchange; they are near- 
money. “Money is as money does”, and all media of exchange are 
effective money as long as they facilitate exchange and actually do 

the work of money. _ 

The term cuuency denotes those forms of money which are issued by 
the State or whose circulation is enforced by the State. A pound note, 
for example, is currency, but a bill is not. 
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I roAi- TKNDF.R is lliai money whicli can be ofrered in final discharge 
of a debt and rannol legally be refused by the creditor. It is because 
bank notes arc legal tender that they have value as money although 
they have little material value. 

UNLIMITED EEGAE TENDER is moiicy that Can be tendered up to any 
amount and limited legal tender is money that can be offered in 
discharge of debts up to a certain amount only. 


THE FUNCTIONS OF MONEY 

Briefly, money must be capable of ser\dng as: 

(1) A medium of exchange, universally accepted in exchange for 
other commodities. 

(2) A measure of value, by which the values of other commodities 
can be compared in terms of their money prices. 

(3) A STORE OF VALUE, SO that funds may be set aside for future use 
without fear of loss or deterioration. 

(4) A STANDARD OF DEFERRED PAYMENTS, by means of which payment 
of an equivalent value can be obtained at a future date for a loan 
or exchange made now. 

THE CHARACTERISTICS OF MONEY 

Money, whatever its form, must possess one essential characteristic; it 
must be generally acceptable in a community, i.e., it must be such that 
anyone will take it without hesitation in exchange for goods and 
services. The precious metals had obvious advantages in this respect 
as they could be used in the arts and elsewhere, but bank notes, 
which have little value in themselves, are acceptable only because the 
Government declares that they are legal tender and they must, 
therefore, be accepted in payment for goods and services. 

Even legal tender may not be acceptable at times, as in a period 
when money is rapidly losing its value and people become reluctant 
to exchange their goods and services for money, preferring to receive 
m exchange other goods that are likely to retain their value. 
Cigarettes, coffee and other commodities of which there was a 
shortage were used as media of exchange in occupied and liberated 
countries during and after the Second World War, and works of art, 
jewellery and property are preferred to money by some people as a 
store of value in the inflationary conditions that persist in the 
countries of the western world. 

Money should be stable in value; it should not be subject to violent 
fluctuations in demand or supply that would cause frequent changes 
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in its value. Over a long period, the value of gold was stable but 
owing to the very great shortage and constantly increasing demand 
for the metal, gold no longer functions as a satisfactory medium of 
exchange and bank notes have taken its place. 

BANK NOTES 

Bank notes function excellently as a medium of exchange. They are 
portable and convenient and, though not very durable, can be 
replaced at very little cost. Intricate designs and elaborate 
watermarks give the notes ready cognisability and render forgery 
extremely difficult. 

Bank notes are usually issued for the State by the central banking 
institution, as the Bank of England in the United Kingdom, and are 
subject to legal control. They may be convertible or inconvertible. 

Convertible notes are legally exchangeable on demand for a fixed 
quantity of the standard metal, i.e., gold or silver. Bank of England 
notes, before 1914, were strictly convertible, i.e., legally exchangeable 
for gold coin, and recognised everywhere as being as good as gold. 
They enjoyed world-wide acceptability. Today they are inconvertible. 

Inconvertible notes give the holders no legal right to demand 
conversion into metal. Their issue is legally controlled and if the issue 
is not carefully regulated according to current trade requirements, 
their value will depreciate and they may become worthless. A rigidly 
controlled inconvertible paper currency may, however, serve as good 
money and entail relatively little expense of upkeep. 

COINAGE 

The earliest form of metallic money consisted of lumps of bullion, 
which were measured by weight, and had to be tested for fineness, 
i.e., the proportion of the pure metal to alloy. The fineness and 
weight of metallic money are now certified by impressing a 
recognised design on the metal and any alteration in the standard 
weight or fineness can be easily detected. A piece of metal so 
impressed is known as a coin, which may be defined as a piece of 
metal used as a medium of exchange, stamped by the issuing 
authority and generally accepted without immediate reference to its 
weight or fineness. 

TOKEN COINS are worth more as coins than as bullion. They are used 
only for transactions of small amount and retain their exchange value 
because they are legal tender up to a certain amount and because 
their issue is limited. British coins of cupro-nickel and bronze are 
token coins. 
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money is a commodity, it is obvious ibac it, value tvill be 
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light; durable household goods; clothing and footwear; 
transport and vehicles; miscellaneous goods; services; meals 
bought and consumed outside the home. 

(b) Items within the groups are chosen so as to represent price 
movements of commodities and services as a whole. 

(c) For all items together, around 150,000 prices are collected 
each month from selected areas grouped on a population 
basis, thus: Greater London — 25 areas; towns with a population 
of 200,000 and over — 26 areas; towns of 50,000 to 200,000 — 54 
areas; towns of 10,000 to 50,000 — 48 areas; towns of under 
1 0,000 — 4y areas. In each selected area the price of an item is 
collected from up to five shops. Different types of locality are 
represented within the population groups and allowance is 
made for lower purchasing power in the smaller towns. 

(d) The prices or charges used are for cash transactions only. 

(e) Prices of items supplied by retailers on returns sent direct to 
the Department of Employment, e.g., for clothing, are 
calculated on the basis of price relatives in four groups 
covering multiple undertakings, department stores, co- 
operative societies and other retailers. The relatives for the 
four groups are combined to give section indices. 

(/) Section indices for all items are computed and weighted by 
the Family Expenditure Survey series of weights, calculated in 
relation to the comparative importance of items in the family 
budget. An all-items index is then produced relating changes 
in prices to those of a base year. 

{g) The index is calculated on the basis of prices on one selected 
Tuesday in each month, usually between the i6th-22nd of 
that month. 


THE EFFECTS OF RISING PRICES 

Fluctuations in the value of money often have far-reaching effects. 
Although the advantages are temporary and, therefore, superficial, 
rising prices are often regarded as beneficial to production. They 
tend to widen profit margins and thus to benefit the business man. 
This is because production is initiated in anticipation of demand and 
the producer secures a higher price for his goods than he expected; 
moreover, the bulk of his standing costs, such as rent and wages, are 
relatively fixed and respond slowly to the upward movement of 
prices. The effect of this is that business confidence is stimulated and 
a rapid increase in productive activity takes place. Rising prices are 
sometimes said, therefore, to be “good for trade”. 

But while rising prices benefit the producers and those who have 
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fixrri payments lo make (e../?., companies paying debenture interest), 
tliev bring liardsliip to those in receipt of fixed incomes in the form of 
salaries and interest from Government stocks. ^Vagc-earncrs tend to 
suffer, except in as far as employment and overtime can be increased, 
as tire adjustment of wages lags behind the changing price level. 

Another effect is that debtors gain and creditors lose, as money 
borrorved when it was dear is paid back when it is cheap. 
Governments, as the biggest debtors, gain ver^' substantially. 


the effects of falling prices 

Falling prices have a reverse effect from that of rising prices and, in 
view of their retarding influence on production, can be harmful. 

A fall in prices means reduced profit-margins. Producers en- 
deavour to curtail production or at least to refrain from expanding. 
Standing charges and costs of raw material tend to exceed receipts. 
This increases the general depression, and explains why it is often 
said that falling prices are “bad for trade”. 

Wage-earners, to some extent, tend to gain, for the fall in wages 
lags behind the fall in prices, but wage-earners bear their share of the 
burden in the heavy unemployment that a period of falling prices 
usually involves. Those receiving fixed incomes benefit, e.g., 
annuitants, pensioners and holders of fixed-income bearing securities. 
Creditors gain and debtors lose. The Government, in its capacity of 
debtor, loses heavily. 

INFLATION, DEFLATION, DISINFLATION AND REFLATION 

INFLATION has been described as an expansion of the supply of 
purchasing power beyond the amount required to supply the needs of 
the conimunity at the existing price level. Where the volume of 
purchasing power runs ahead of production in a continuing fashion, 
the phenomenon is referred to as “persistent inflation”. A severe and 
continuing inflation is referred to as “hyperinflation”. Where prices 
are pushed upwards as a result of rising costs of production, the 
process is known as cost-push inflation”; where inflation stems from 
an excess of aggregate demand over aggregate supply at the current 
level of prices, it is known as “demand-pull inflation”. Attempts have 
been made to hold inflation in check by restricting purchasing 
power, e.g., by prices and incomes control, by increases in taxation, 
by savings campaigns, restriction of imports. Inflation in the 1970s 
has proved, for most governments, an intractable problem and has 
emerged as a severe threat to financial and social stability. 
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DEFLATION dcnotcs a corresponding contraction of the supply of 
currency and of spending. 

Unless deflation is effectively controlled, it can have consequences 
as harmful as those associated with inflation. When prices are falling 
rapidly capital development decreases, and repair and renewals are 
reduced to a minimum. Trade generally becomes depressed and 
unemployment increases. 

DISINFLATION is a deliberate contraction of purchasing power 
designed to check inflation and to avoid the depressing effects of 
deflation. It is achieved by means of fiscal policy (a budget surplus is 
induced by increasing existing taxes and introducing new ones) and 
monetary policy (interest rate rises and other measures to restrict 
credit). 

REFLATION. Deflation can bring problems to a community, especially 
as it is likely to curb industrial activity and increase unemployment. 
Then steps may be taken to stimulate the economy and check the fall 
in prices. Currency and credit are deliberately expanded and tax 
reductions made which bring about increased demands for goods and 
so lead to a fuller use of the factors of production. 

THE BRITISH MONETARY SYSTEM 

The currency of the United Kingdom consists of bank notes and 
token coins of cupro-nickel and bronze. Though the gold sovereign is 
still nominally the standard coin and is still legal tender, gold coins 
have been withdrawn from circulation and are no longer minted for 
home circulation. The legal tender system is as follows: 

UNLIMITED LEGAL TENDER 

Bank of England notes o^f-zo, and f 1 are legal tender for the 

payment of any amount in England and Wales, Scotland and 
Northern Ireland. 

LIMITED LEGAL TENDER 

Bronze coins — jp, ip and 2p — are legal tender for payments up to 
2 op. 

Cupro-nickel gop coins are legal tender up to 10 and 5p and lop 
coins, in any combination, up to 

SCOTTISH AND NORTHERN IRISH BANK NOTES are not legal tender in 
their respective countries, though Northern Irish bank notes are good 
tender for the payment of revenue duties. 
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I)I.CIMAI- GURRK^•GY 

Most currencies of the world arc now based on the decimal system 
which is almost universally understood. In view of the importance of 
Britain’s export trade the decimal system was introduced on I5lh 
Februar)', ig/i- 

The £ is the standard unit; it is divided into too units known as new 
pence (abbreviation p). There arc six coins — ^5op, top, 5p, sp, ip and 

2P- 

There was no change in the note issue except that the i 05 note was 
replaced by a 5op coin. 


METHODS OF REMITTING MONEY 

Various facilities for sending money to creditors are available for 
those who have payments to make over distances. The Post Office 
and the banks provide means by which payments can be effected 
without the actual transmission of currency. 


POSTAL REMITTANCES 

POSTAL ORDERS 

Postal orders are a convenient and safe means of remitting moderate 
amounts to a named payee. Such orders— obtainable from any post 
office on payment of a fee known as “poundage” which varies with 
the value of the order are available in certain values from lop to ;^io 
and are valid for six months from the last day of the month of issue. 

fhe sender of a postal order may guard against the risk of its 
tailing into wrong hands by filling in the name of the payee and the 
name of the post office at which the order is to be payable. Postal 
or ers may also be crossed in the same way as a cheque, in which 
case payment will be made only through a bank. 

If these precautions are taken, postal orders are a fairly safe form 
of remittance, since they are “not negotiable”. Sometimes only the 
t e payee is inserted^ and the town or office of payment is 
e an , so t at the payee can suit his convenience as to the place 
o payment, n such a case, a payee who demands payment in person 
must insert the name of the post office as well as sign a receipt for the 
nioney in the space provided; but this is not necessary if payment is 

obtained through a bank, for the latter will cross the order with its 
own stamp. 

Every postal order has a detachable counterfoil which should be 
filled in with the name of the payee and with the date of despatch, 
and be detached and retained by the payer. The counterfoil shows 
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the serial letters, number and amount, of the postal order, and should 
be produced in the event of any inquiry or claim concerning a lost or 
stolen order. 


MONEY ORDERS 

Ordinary money orders are no longer issued by British post offices, 
but telegraph money orders, payable in the United Kingdom and certain 
foreign countries, can be obtained on application at most post offices. 
The cost of the telegram in addition to poundage must be paid. 
Abbreviated addresses may be included in these orders. Details of 
current charges and limits are given in the Rost Office Guide. 

Foreign money orders are issued, subject to exchange control 
regulations, payable in foreign currency and may be transmitted by 
mail or by telegraph. 


CASH ON DELIVERY (c.O.D.) 

The post office, on payment of a collecting fee, will accept and 
deliver a postal packet, sent by First Class Service, accompanied by 
an order requiring the addressee to pay a sum specified in the order 
for transmission back to the sender. This sum, known as the Trade 
Charge, must be paid at the time the packet is delivered to the 
addressee. An official gummed label must be used, bearing spaces for 
the names and addresses of the sender and the addressee with the 
amount of the trade charge. Service is restricted to letters, parcels 
and packets not exceeding ;^ioo in value. 

Mail-order firms use this service to a considerable extent. 


banking REMITTANCES 

Post office methods of remitting money are of slight importance in 
comparison with the various methods of payment available through 
the medium of a bank. A large proportion of internal trade debts are 
settled by the remittance ot cheques and credit transfers debts 

arising out of international trade may be discharged by creditors 
drawing bills of exchange on the debtors. 


CHEQUES 

Cheques are discussed in some detail in Chapter 

that if a cheque is payable to a specified payee or his order, a bank 

;lSl :o. ac«pt U ro?clllecrion for od.„ than P»> 

the payee has endorsed it. A cheque may be aossed generally or specially 
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and if so crossed it is a comparatively safe and economical method of 
transmitting money. 


CREDIT TRANSFER SYSTEM 

British clearing banks operate a giro credit system whereby a debtor 
pays his debt through the banking system direct into his creditor’s 
bank account, instead of by sending a cheque which the creditor 
would pay into his bank for collection. The system has two forms. In 
one, the traders’ credit slip system, a trader periodically gives his bank a 
list in duplicate of his creditors, showing the names, branches and 
sorting codes of their banks and the amount he wishes to pay to each. 
He provides also credit slips, one for each payment, giving the same 
information, his own name and a cheque for the total of the slips. 
The slips are passed by the payer’s bank through the bankers’ credit 
clearing to the creditor’s bank, which credits the amount to the 
payee’s account and sends him advice of the payment. By using this 
system the customer is saved the trouble involved in drawing separate 
cheques for each amount, while he is freed from all risks that the 
money may not reach the correct quarter. 

In the other form of credit transfer, a private person with debts to 
pay can fill in a credit transfer form (provided on bank counters) for 
each payment. He hands these over the counter with a cheque for the 
total if he is a customer of the bank, or cash for the total plus a small 
charge for each payment if he is not. The slips are passed through the 
banking system to the credit of the payees’ accounts. Many public 
undertakings {e.g., gas and electricity boards and water companies) 
and firms selling goods on hire purchase provide tear-off credit slips 
on their accounts to facilitate this method of payment. 


BILLS OF EXCHANGE 

Bills of exchange, used in the settlement of international 
indebtedness, are dealt with in Chapter 23- 

Briefly, a bill of exchange is a document by which a creditor 
instructs his debtor to pay a named amount on demand or on a 
specified date, to a named person or his order, or to bearer. The 
debtor may signify his undertaking to comply with the order 
embodied in the bill by signing his name across the face, in which 
case he is said to accept the bill. In this way, the creditor obtains a 
document embodying a legally enforceable promise on the part of the 
debtor [i.e., the acceptor) to pay the debt owing on demand or on the 
stipulated date. 

The creditor can obtain payment of his debt in three ways: {a) he 
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can hand the bill to his banker for collection from the drawee or 
acceptor at maturity, or {b) he can sell the bill to his banker for its 
face value, less interest for the period it has to run (this procedure is 
known as discounting or negotiating the bill with a banker); or (c) he 
can transfer or negotiate the bill to another person for value, and 
leave it to that person to collect payment of the bill from the drawee 
or acceptor. 

Bills drawn payable “on demand” or “at sight” are payable 
immediately upon presentation to the drawee. 

Bills of exchange are seldom used now except in foreign trade. 
Inland trade is usually conducted on the “open account” basis 
whereby the debtor remits to his creditor the amount due from time 
to time. In this system, the creditor is unable to obtain as rapid a 
return of his funds and he may therefore have to obtain finance for 
his business by means of an overdraft from his banker. This method 
tends to be cheaper in the long run, although overdraft rates are 
higher than the discount rate, because interest is paid only on the 
actual amount of the overdraft required; that is to say, the bank 
advance is more flexible. 

bankers’ drafts 

Instead of the creditor himself drawing a bill on the debtor, it is 
possible for the debtor to purchase a draft from his banker and to 
send this draft to the creditor in settlement of the debt owing. Such a 
draft which is as good as cash takes the form of a bill drawn by the 
issuing bank upon a branch or correspondent in the creditor’s town, 
from whom the creditor can collect payment of the amount either on 
demand or on the expiration of the period specified in the draft, as 
the case may be. As a general rule the draft will be payable on 
demand. If the draft is drawn by one branch on another of the same 
bank, it is not legally a bill of exchange. 


mail and telegraphic transfers 

Owing to the risk of loss or theft that is involved in the remittance of 
bankers’ drafts from one country to another, the method of 
remittance by Mail Transfer (M.T.) is widely used. A mail transfer 
may be defined as an order to pay contained in a letter sent by a 
banker to his agent in a foreign centre. Air-Mail Transfers (A.M. .) 
are the same but they are advised by airmail. The M.T. is advise in 
duplicate by successive mails. 

A Telegraphic Transfer (T.T.) resembles a mail transfer m many 
ways, but as the advice is telegraphed or cabled by the ban er to is 
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a^cnt abroad, payment thereunder can be efTcctcd within a few 
liours of despatch from the issuing centre. Owing to the speed with 
which the transfer is made and the cost of the telegram or cable, 
telegraphic transfers arc a more expensive form of remittance than 
mail transfers or banker’s drafts. 

M.T.s A.M.T.s and T.T.s are invariably expressed in the currency 
of the country of destination but the remitter is at liberty to specify 
payment of: 

[a) an amount in foreign currency, say, S i ,000 or 
{b) the equivalent of an amount of sterling, say, £^00. 

Payment may be required to be made in full or after deduction of the 
expenses of the transfer. Compliance with any exchange control 
regulations is, of course, necessary. 


THE GIRO SYSTEM 

The Post Office operates the National Giro, located at Bootle, 
Merseyside, an institution for making monetary transfers such as the 
paying of bills — gas, electricity, insurance, rates, telephone, etc. — as an 
alternative to bankers’ cheques, the postal order, money order or 
registered packet. An initial deposit of not less than £ i must be made 
to open an account and a credit balance must always be kept at a 
post office. Payments for any amount can be made in cash at any 
post office to the credit of an account-holder, or by an account- 
holder despatching a postal transfer from his own Giro account. No 
charge is made for transfers between accounts. A free updated 
balance is sent after an account is credited or after every ten 
transactions. 

Postal cheques can be purchased, which are payment orders 
instructing the National Giro Centre to pay other people. They can 
be cashed at a named post office or paid into a bank account. A Giro 
directory containing the account numbers of all holders is available 
for consultation at the post office. 

Account holders have their own cheque books which can be used 
to draw up to ^,^50 in cash from any two post offices. 

Cheque guarantee cards (enabling the holder to draw cash up to 
£^o from any post office in the U.K.), personal loans and bridging 
loans, for the purpose of home purchase, are also available. 
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CHAPTER THIRTY-THREE 

Bills of Exchange and Promissory Notes 


(References here are to sections of the Bills of Exchange Act 1882.) 


This chapter examines some of the legal characteristics of the bill of 
exchange and of the promissory note — a similar type of instrument. A 
bill of exchange is defined as; 

“An uncondidonal order in writing, addressed by one person to another, 
signed by the person giving it, requiring the person to whom it is addressed 
to pay on demand or at a fixed or determinable future time a sum certain in 
money or to the order of a specified person, or to bearer”: s. 3 (i). 

From this definition we deduce eight requisites as to the form of a 
valid bill: 

(1) THE BILL MUST BE AN ORDER and not a mere request. The mere 
addition of words of courtesy, e.g., “Please Pay X”, will not, 
however, invalidate the bill. 

( 2 ) THE ORDER MUST BE UNCONDITIONAL, i.e., payment must not be 
conditional upon the performance of any act or circumstance. 

(3) THE ORDER MUST BE IN WRITING. This includes typewriting or 
print. 

(4) THE ORDER MUST BE ADDRESSED BY ONE PERSON TO ANOTHER. A 
bill in which drawer and drawee are the same person is not a 
valid bill. 

(5) THE ORDER MUST BE SIGNED BY THE PERSON GIVING IT, i.e., the 
drawer. The person signing may do so if authorised on behalf of 
a principal, e.g., a director signing per pro a company. 

(6) THE BILL MUST BE PAYABLE ON DEMAND OR AT A FIXED OR 
DETERMINABLE FUTURE TIME. If the date of payment depends on 
the happening of any event which is certain to happen, the bill is 
perfectly valid, but a bill payable on a contingency is invalid. 


£1000 

Three months after date 
pounds 

To James Arthur, Esq., 
Manchester 


London, ist March 19 . . 
pay to John Wood or order the sum of One thousand 

Thomas Jones 


Inland Bill payable after Date 
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Thus a hill payable “three months after the death of A is a good 
bill for A' is certain to die one day; but a document drawn fay 
V on the marriage of C” is not a bill, for it is quite possible that G 


may never marry'. 


_ Chicago, isl March 19 . . 

Sixty days after sightofthis first ofcxchangc (second and third ofeven tenor 

and date unpaid) pay to Third City Dank, Chicago, or order, the sum o^Five 
thousand dollars, and place to account ofshipment of machinery per s.s. Kxldare 
as advised. 

To General Importers Ltd, 

Liverpool 


Arthur Rily 


Foreign Bill drawn in a Set 


(y) THE ORDER MUST REQ^UIRE PAYMENT OF A SUM CERTAIN IN MONEY 
Such a sum may, however, be expressed to be payable with 
interest, or by stated instalments (with or without a provision 
that upon default in payment of any instalment the whole shall 
become due), or according to an indicated rate of exchange to be 
ascertained as directed by the bill: s. 9 (i). 

(8) THE BILL MUST BE PAYABLE TO OR TO THE ORDER OF A SPECinED 
PERSON, OR TO BEARER. Where the bill is drawn payable to a 
stated person it is deemed to be payable to him “or to his order ; 
that is to say, he may endorse it in favour of another person. 
There is no objection to the payee being the same person as 
either the drawer or the drawee. 


DATE OF BILL 

The date of a bill is usually written by the drawer in the top right- 
hand corner. An undated bill is quite valid, however, and will be 
considered as bearing the date on which it was issued. Further, a bill 
is not invalid merely because it is ante-dated or post-dated or because 
the date shown is a Saturday, Sunday or Bank Holiday. 


INLAND AND FOREIGN BILLS 

“An inland bill is a bill which is or on the face of it purports to be (a) 
both drawn and payable within the British Islands or {b) drawn 
within the British Islands upon some person resident therein. Any 
other bill is a foreign bill”: s. 4 (i). The term “British Islands” in this 
Section includes any part of the United Kingdom, the Isle of Man 
and the Channel Isles; it does not include Eire. 
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THE DUE DATE OF A BILL 

If a bill is not payable on demand it is due and payable in all cases 
on the last day of the time of payment as fixed by the bill or if that is 
a non-business day on the succeeding day; s. 14 (i). The term 
“month” in a bill means a calendar month period of 31 days. 

WHAT IS A NEGOTIABLE INSTRUMENT? 

An instrument is negotiable when it is, by legally recognised custom 
of trade or by law, transferable by delivery or by endorsement and 
delivery, without notice to tlie party liable, in such a way that the 
holder of it for the time being may sue upon it in his own name, and 
that the property in it passes to a bona fide transferee for value free 
from equities and free from any defect in the title of the person from 

whom he obtained it. . 

Although the Courts will recognise any instrument as negotiable li 
it be shown to be so recognised by an established custom of tr^e, t e 
following can for present purposes be regarded as a compre ensive 
list of negotiable instruments: bills of exchange, promissory notes, 
cheques, bearer bonds, scrip certificates and share warrants to earcr 
and debentures to bearer. Amongst the more common commercia 
instruments which are transferable but not negotiab e arc s are 
certificates, bills of lading and postal orders. 


THE PARTIES TO A BILL 

From an examination of the specimen bill appearing on b 

will be observed that the names of three persons , , 

each bill, e.g., in Specimen No i, the drawer ( 

James Arthur), and the Qohn Wood). .v,- bill bv 

however, only one, the drawer, has become a Pf^* 4 ' ° ^ 

signing it as evidence of his liability thereon. 1 ^ 

perfectly valid if it bears the signature of the drawer as 
but there are, in general, at least three parties to a 1 • 

(1) THE DRAWER, the person addressing the 

(2) the acceptor, the name given to the draw ( P 

the order is addressed) as soon as he , accepting it bv 

to comply with the order contained in the bill by accepting . 

his signature written across the face o t e ' ‘ „ signing a bill, 

(3) the endorser, the name given to ° P capable of 

usually on the back. A bill payable “to 

negotiation until it has been endorsed > 

L o nartv to the bill. 

It should be noted that the payee is not, as sue , 
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Thus a bill payable “three months after the death of X” is a good 
bill, for X is certain to die one day; but a document drawn “Pay 
X on the marriage of C” is not a bill, for it is quite possible that C 
may never marry. 


$^000-00 Chicago, ist March 19.. 

Sixty days after sight of this first ofexchange (second and third of even tenor 
and date unpaid) pay to Third City Bank, Chicago, or order, the sum of Five 
thousand dollars, and place to account of shipment of machinery per s.s. Kildare 
as advised. 

To General Importers Ltd, 

Liverpool Arthur Riley 


Foreign Bill drawn in a Set 

(7) THE ORDER MUST REQUIRE PAYMENT OF A SUM CERTAIN IN MONEY 

Such a sum may, however, be expressed to be payable with 
interest, or by stated instalments (with or without a provision 
that upon default in payment of any instalment the whole shall 
become due), or according to an indicated rate of exchange to be 
ascertained as directed by the bill: s. 9 (i). 

(8) THE BILL MUST BE PAYABLE TO OR TO THE ORDER OF A SPECIFIED 
PERSON, OR TO BEARER. Where the bill is drawn payable to a 
stated person it is deemed to be payable to him “or to his order”; 
that is to say, he may endorse it in favour of another person. 
There is no objection to the payee being the same person as 
either the drawer or the drawee. 

DATE OF BILL 

The date of a bill is usually written by the drawer in the top right- 
hancl corner. An undated bill is quite valid, however, and will be 
considered as bearing the date on which it was issued. Further, a bill 
is not invalid merely because it is ante-dated or post-dated or because 
the date shown is a Saturday, Sunday or Bank Holiday. 


INLAND AND FOREIGN BILLS 

An inland bill is a bill which is or on the face of it purports to be {a) 
both drawn and payable within the British Islands or (h) drawn 
within the British Islands upon some person resident therein. Any 
other bill is a foreign bill”: j. 4 (i). The term “British Islands” in this 
Section includes any part of the United Kingdom, the Isle of Man 
and the Channel Isles; it does not include Eire. 
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THE DUE DATE OF A BILL 

If a bill is not payable on demand it is due and payable in all cases 
on the last day of the time of payment as fixed by the bill or if that is 
a non-business day on the succeeding day: 14 (i). The term 

“month” in a bill means a calendar month period of 31 days. 


WHAT IS A NEGOTIABLE INSTRUMENT? 

An instrument is negotiable when it is, by legally recognised custom 
of trade or by law, transferable by delivery or by endorsement and 
delivery, without notice to the party liable, in such a way that the 
holder of it for the time being may sue upon it in his own name, and 
that the property in it passes to a bona fide transferee for value free 
from equities and free from any defect in the title of the person from 
whom he obtained it. 

Although the Courts will recognise any instrument as negodable if 
it be shown to be so recognised by an established custom of trade, the 
following can for present purposes be regarded as a comprehensive 
list of negotiable instruments: bills of exchange, promissory notes, 
cheques, bearer bonds, scrip certificates and share warrants to bearer 
and debentures to bearer. Amongst the more common commercial 
instruments which are transferable but not negotiable are share 
certificates, bills of lading and postal orders. 

THE PARTIES TO A BILL 

From an examination of the specimen bill appearing on page 431, it 
will be observed that the names of three persons appear on the face of 
each bill, e.g., in Specimen No i, the drawer (Thomas Jones), the 
drawee (James Arthur), and the payee (John Wood). Of these persons, 
however, only one, the drawer, has become a party to the bill by 
signing it as evidence of his liability thereon. A bill may, in fact, be 
perfectly valid if it bears the signature of the drawer as the only party 
but there are, in general, at least three parties to a bill. These are: 

(1) THE DRAWER, the person addressing the order. 

(2) THE ACCEPTOR, the name given to the drawee (the person to whom 
the order is addressed) as soon as he has signified his undertaking 
to comply with the order contained in the bill by accepting it by 
his signature written across the face of the bill. 

(3) THE ENDORSER, the name given to any other person signing a bill, 
usually on the back. A bill payable “to order” is not capable of 
negotiadon until it has been endorsed by the payee. 

It should be noted that the payee is not, as such, a party to the bill, 
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since he incurs no liability thereon. He has, however, certain rights 
on the bill (which are treated below), and, in any case, becomes 
liable as an endorser as soon as he endorses the instrument. 


THE SIGNATURE TO A BILL 

Capacity to incur liability as a party to a bill is co-cxtensive with 
capacity to contract (r. 22 (i)), i.e., anyone who has capacity to bind 
himself by contract may bind himself by signing a bill. However a 
minor {i.e., a person under the age of 18 years) is never liable on a 
bill even if he might be liable on the transaction giving rise to it. By s. 
23, no person is liable as drawer, endorser, or acceptor of a bill who 
has not signed it as such; but; 

(1) Where a person signs a bill in a trade or assumed name, he is 
liable thereon as if he had signed it in his own name; 

(2) The signature of the name of a firm is equivalent to the 
signature, by the person so signing, of the name of all persons 
liable as partners in that firm. 

DELIVERY 

Every contract on a bill, whether it be the drawer’s, the acceptor’s or 
an endorser’s, is incomplete and revocable until effect has been given 
to it by delivery of the instrument. But where an acceptance is 
written on a bill, and the drawee gives notice to the person entitled 
to the bill that he has accepted it, the acceptance then becomes 
complete and irrevocable; s. 21 (i). In all cases, however, the delivery, 
to be effective, must be made either by or under the authority of the 
person responsible for it, i.e., by the drawer, acceptor or the endorser. 
Moreover, the delivery may be shown to have been conditional, or 
for a special purpose only, and not for the purpose of transferring the 
property of the bill. Nevertheless, where a bill is no longer in the 
possession of a party who has signed it as drawer, or acceptor, or 
endorser, a valid and unconditional delivery by him is presumed 
until the contrary is proved; s. 21 (3). 

“holder” and “bearer” 

The holder of a bill is the payee or endorsee who is in possession of it, 
or the bearer thereof. The bearer is the person in possession of a bill 
payable to bearer and a bill is payable to bearer which is expressed 
to be so payable, or on which the only or last endorsement is an 
endorsement in blank. 

A holder in due course is a holder who has taken a bill, complete and 
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for lack of funds, unless he knew that it would not be paid, but he is 
always liable if there is a prior forgery. 

NEGOTIATION OF BILLS 

A bill is negotiated when it is transferred from one person to another 
in such a manner as to constitute the transferee the holder of the bill. 
A bill payable to “bearer” is negotiated by delivery, whilst a bill 
payable to “order” is negotiated by the endorsement of the holder 
completed by delivery; r. 31. 

ENDORSEMENTS 

There is no statutory definition of the word “endorsement”, but the 
term is here used to denote the signature of a person, usually the 
payee or endorsee, on the back of a bill of exchange. To be effective 
as an endorsement and to operate as a negotiation of the bill, it must 
be written on the bill itself or on an allonge {i.e., a slip of paper 
annexed to it), and be an endorsement of the entire bill, as a partial 
endorsement will not operate to negotiate the bill, and where the bill is 
payable to the order of two or more persons (not being partners) all must 
sign unless the one signing has authority to sign for the others. 

Classes of endorsement include: 

(1) ENDORSEMENTS IN BLANK. An endorsement in blank consists of the 
simple signature of the endorser on the back of the bill. Such an 
endorsement by the payee or endorsee of an order bill renders 
the bill payable to “bearer”. 

(2) SPECIAL ENDORSEMENTS. A Special endorsement is one which 
specifies the name of the person to whom or to whose order the 
bill is to be made payable, e.g., on a bill payable to John Jones 
or order, “Pay to the order of William Smith — John Jones.” 

(3) CONDITIONAL ENDORSEMENTS. A Conditional endorsement is one 
which makes the transfer of the property in a bill subject to the 
fulfilment of a stipulated condition, e.g., “Pay Arthur Evans on 
delivery of bills of lading.” 

(4) PARTIAL ENDORSEMENTS. An example of a partial endorsement 
would be “Pay John Jones eighty pounds” on a bill for ;i^ioo. An 
endorsement in this form operates as an authority to receive the 
sum specified, but is ineffective as a negotiation of the bill. 

(5) RESTRICTIVE ENDORSEMENTS, e.g., “Pay William Smith only — John 
Brown,” or “Pay Midland Bank, Ltd, for the credit of my 
account — John Brown.” A restrictive endorsement gives the en- 
dorser the right to receive payment of the bill and to sue on the 
bill but he cannot transfer the bill unless it expressly permits him 
to do so. 
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(6) ENDORSEMENTS NEGATIVING OR LIMITING THE ENDORSER’S LIA- 
BILITY. Where the endorser adds to his signature words such as 
sans recours or without recourse to me, he incurs no liability other 
than that of a transferor by delivery. The addition of words such 
as sans frais, without expense”, or “no charges”, will exempt him 
from liability for any notarial or other charges. 

OVERDUE BILLS 

A bill which remains in circulation after the due date is said to be 
overdue. Such a bill can only be negotiated subject to any defect of 
title affecting it at its maturity, and thenceforward no person who 
takes it can acquire or give a better dtle than that of the person from 
whom he took it: s. 36 (2). Similarly, a bill payable on demand is 
deemed to be overdue for purposes of negotiation when it appears on 
the face of it to have been in circulation for an unreasonable length 
of time. 

In order to render the drawer liable, presentment of a bill on 
demand must be made within a reasonable time after its issue, and 
within a reasonable time after its endorsement, in order to render the 
endorser liable: s. 45 (2). 

MATERIAL ALTERATION 

Where a bill is materially altered without the assent of all parties 
liable thereon, the bill may be avoided except as against any party 
who has himself made, authorised or assented to the alteration, and 
against subsequent endorsers. But when a bill has been materially 
altered, and the alteration is not apparent, a holder in due course 
may avail himself of the bill as if it had not been altered, and may 
enforce payment of it according to its original tenor: r. 64 (i). 

In particular the following alterations are material: namely, any 
alteration of the date, the sum payable, the time of payment, the 
place of payment, and, where a bill has been accepted generally, the 
addition of a place of payment without the acceptor’s consent: s. 64 

(2). 


ACCEPTANCE, PAYMENT AND DISHONOUR 

general and qualified acceptances 

An acceptance may be either general or qualified: s. ip- A general 
acceptance is one that assents without qualification to the order of the 
drawer, while a qualified acceptance in express terms varies the elfect of 
the bill as drawn. 
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There are five types of qualified acceptance; 

(1) CONDITIONAL, e.g., “Accepted subject to the delivery of three 
cases of sherry.” 

(2) PARTIAL, e.g., a bill drawn for 1,000, but accepted for £500 only. 

(3) LOCAL, L<?., where a bill is accepted payable at a specified place 
only. 

(4) QUALIFIED AS TO TIME, e.g., a bill drawn payable three months 
after date accepted payable six months after date. 

(5) ACCEPTANCE BY SOME OF SEVERAL DRAWEES. 


DISCHARGE OF A BILL 

A bill is said to be discharged when all rights and liabilities on it are 

nullified. There are five ways in which a bill may be discharged, 

namely: 

(1) BY PAYMENT IN DUE COURSE, i.e., by payment made at or after the 
maturity of the bill by the acceptor to the holder thereof in good 
faith and without notice that his title to the bill is defective (if 
such is the case): s. 59 (i). 

(2) WHEN THE ACCEPTOR BECOMES THE HOLDER OF THE BILL IN HIS 
OWN RIGHT AT OR AFTER MATURITY: s. 6i. Where a bill is 
negotiated back to the drawer or acceptor or prior endorser, such 
party may reissue and further negotiate the bill but cannot 
sue any intervening party to whom he was previously liable: 

37 - 

(3) BY RENUNCIATION, when the holder of a bill at or after its 
maturity absolutely and unconditionally renounces in writing his 
rights against the acceptor; s. 62 (i). 

(4) BY CANCELLATION, where a bill is intentionally cancelled by the 
holder or his agent, and the cancellation is apparent thereon: s. 
63 (I). 

(5) MATERIAL ALTERATION, (s. 64), without the asscnt of all parties 
liable, in which case if the bill is in the hands of a holder in 
due course, he may use the bill as if it had not been altered 
and enforce payment according to the original terms of the 
bill. 


DISHONOUR OF A BILL 

Wdien a bill has been duly presented for acceptance or payment in 
accordance \vith the rules laid down in the Bills of Exchange Act, and 
acceptance or pa^unent has been refused or cannot be obtained, the 
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bill is said to be dishonoured by non-acceptance or non-payment. 
Upon such dishonour an immediate right of action accrues to the 
holder against all parties to the bill, provided the necessary 
formalities specified in the Act have been carried out. In most cases it 
is necessary for the holder to give formal notice of dishonour to all 
parties whom he is seeking to hold liable. 


DISCOUNTING BILLS 

The holder of a bill of exchange, who does not wish to wait until 
maturity before he receives the proceeds, may discount it and so 
obtain the funds immediately. To discount a bill is to sell (or 
negotiate) it. The discounter becomes a holder in due course, and 
can deal with the bill as he likes; his title to the bill is absolute and 
covers the whole face value. Of course, no banker will discount a bill 
unless he is satisfied that the parties thereto are of good standing; 
otherwise he may risk losing his money entirely. But if he decides to 
discount or buy a bill he may enforce payment against any party 
Uable on the instrument if it is dishonoured. If a discounted bill is 
returned unpaid, the banker can debit the customer with the amount 
thereof and with any charges incurred in connection with the 
dishonour. 

When a customer takes a bill to his bank to be discounted the 
banker buys the bill for an amount less than its face value. The margin 
between the face value and the amount paid by the bank, i.e., the proceeds of 
discounting, is termed banker’s discount, and is calculated by the banker as 
interest on the amount of the bill for the period the instrument has to 
run. 

Actually, the amount received by the customer is less than the true 
present worth, or true present value of the bill, i.e., that sum which, 
with interest added for the time the bill has to run, would equal the 
amount of the bill. In other words, banker’s discount is in excess of true 
discount. 

For example, on 4th January, 19 . . , a customer may present a bill 
for ;^i,ooo to his bank for discount. The bill is due on i8th March 
19.., and the bank may agree to discount the bill at 10 per cent. He 
calculates as follows; 

Discount at 10 per cent for 73 days on £1,000 = £20 
£1,000 - £20 = £980. 

The bank will therefore pay the customer £980 for his bill. If the 
bank reckoned true discount, he would proceed as follows. 

Assuming P.W. to represent the present value of a bill which in 73 
days at 10 per cent per annum would amount to £1,000. 



440 


Commerce: Its Theory and Practice 


/ 10 X 7^ \ ^ 

P.W. I +{— '-^] = £i,ooo: 

\365 X loo/ 

i.c; P.W. = /;i,ooo (— ) 

\I02/ 

i.e., P.W. = /;98o- 39 
.'. True discount /^i9-6i 

In other words, by the method of calculating bankers’ discount the 
banker gains a small margin and his customer loses to the same 
extent. 


PROMISSORY NOTES 

Promissory notes are in many ways similar to bills of exchange, but 
differ in certain important respects. They are governed, like bills, by 
the Bills of Exchange Act 1882, which by s. 83 defines a promissory 
note as: 

“An unconditional promise in writing made by one person to 
another, signed by the maker, engaging to pay on demand or at a 
fixed or determinable future time, a sum certain in money to or to 
the order of a specified person, or to bearer.” 

From this definition it will be obvious that a note is not “drawn” 
but made, and the person who first puts his name to it and issues it is 
known as the “maker”. Since promissory notes are never accepted 
there can be no acceptor; his place is taken by the maker, who is the 
party primarily liable on the instrument. The remaining parties to a 
note are in a position similar to the other parties to a bill 
(endorsers) . 

A promissory note is inchoate and incomplete until its delivery to 
the payee or bearer. 


No 44 


jCsoo 

Blank Street, 
Southpool 

4th March, 19 . . 

TWO MONTHS after date I promise to pay Anthony Hampton or 
order the sum of Five hundred pounds, for value received. 


(signed) A.B. Wells 


Specimen example of a Promissory Mote 
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DIFFERENCES BETWEEN BILLS OF EXCHANGE AND PROMISSORY NOTES 

The following are the principal points of differences between the two 
classes of instruments: 


Bill of Exchange 

The drawer of a bill when it has been 
accepted is only secondarily liable. 

A bill is an order to pay. 

Bills are accepted if payable other 
than on demand. 

Bills may be accepted conditionally. 
Acceptors of a bill are liable jointly. 


Promissory Note 

The maker of a note is the principal 
debtor, and corresponds with the ac- 
ceptor of a bill. 

A note is a promise to pay. 

Notes are never accepted — there is no 
drawee. 

Notes cannot be made conditionally. 
Makers of a note may be liable joint- 
ly or joindy and severally, accord- 
ing to its wording. 


l.O.U.s 

An I.O.U. which does no more than acknowledge the existence of a 
debt is not a negotiable instrument. It is merely evidence of an 
account stated with an implied promise to pay. But if the I.O.U. 
contains promissory words it may be a promissory note and, 
therefore, negotiable. 
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CHAPTER THIRTY-FOUR 

Cheques 


A cheque is a bill of exchange drawn on a banker payable on demand {Bills 
of Exchange Act 1882, j. 73). As will be seen from this definition, a 
cheque is merely a special form of bill of exchange, and, in general, 
the provisions of the Bills of Exchange Act governing bills apply also to 
cheques. There are, however, a number of points in which the law 
relating to cheques differs from that relating to other bills of 
exchange. 


“stale” cheques 

So far as the drawer’s liability is concerned, s. 45 (2) of the Bills of 
Exchange Act (see page 437) does not apply to cheques, which are 
governed by j. 74 (i). This provides that where the drawer of a 
cheque suffers damage through delay in its presentment, e.g., by the 
failure of the bank on which the cheque was drawn and at which 
there were funds to meet it, he is discharged to the extent of such 
damage. In such a case, the holder of the cheque becomes a creditor 
of the banker to the extent to which the drawer was discharged. In 
the absence of such damage, the drawer of a cheque remains liable 
on it for six years after its issue, but it is the practice of bankers to 
return “stale” cheques which from the date on them appear to have 
been in circulation for more than six months. 

For purposes of negotiation, a cheque (like any other bill on 
demand) is deemed to be overdue when it has been in circulation for 
an unreasonable time. What is an unreasonable time for this purpose 
is a question of fact. 


POST-DATED AND ANTE-DATED CHEQUES 

Cheques are sometimes drawn bearing a date subsequent to the 
actual date of issue. They are then said to ho: post-dated. The object of 
post-dating (when it is intentional) is usually to delay payment 
pending collection of funds against which the cheque is drawn, or it 
may be that the drawer does not wish the payee to receive payment 
until a later date. The banker on whom such a cheque is drawn will 
not pay it until the date marked on it and will usually return it to the 
bank by which it was presented for payment. 

Ante-dated cheques are those which bear a date earlier than that on 
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which they are issued. This usually occurs by accident and has no 
practical effect other than to cause the cheque to appear to be stale 
or overdue. 

By r. 13, Bilb of Exchange Act, a cheque is not invalid by reason 
only that it is post-dated, ante-dated or bears the date of a Sunday. 
In the latter case, or when die date is that of a public holiday, the 
cheque will not be paid by the banker on whom it is drawn until the 
first business day following the date on the cheque. 


CROSSED CHEQ^UES 


Amongst the methods adopted to make cheques a safe form of 
payment, crossing is perhaps the most important. A crossing may be 
either general or special. 

SPECIMENS OF GENERAL CROSSINGS 



SPECIMENS OF SPECIAL CROSSINGS 



GENERAL CROSSING. Where a cheque bears across its face {a) the word.s 
“and compariy”, or any abbreviation thereof, between two parallel 
transverse lines, or (b) two parallel transverse lines simply, in either 
case with or without the words “not negotiable , that addition 
constitutes a crossing, and the cheque is crossed generally, s. 76 (i). 
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SPECIAL CROSSING. Where a cheque bears across its face an addition of 
the name of a banker (mentioning it may be a particular branch of 
the bank concerned) either with or without parallel lines or the 
words “no< negotiable'', that addition constitutes a crossing, and the 
cheque is crossed specially and to that banker; .y. 76 (2). 

The paying banker must pay the amount of a cheque with a general 
crossing only to a banker and he must pay a cheque with a special 
crossing only to the banker named or to the latter’s agent for collection, being a 
banker. In no case may a banker pay a crossed cheque over the 
counter or a cheque crossed specially to anyone other than the 
banker named or his agent, otherwise the paying banker is liable to 
the true owner for any loss sustained by the latter owing to the 
cheque having been so paid {s. 79). But where a banker pays a 
cheque on which a crossing has been altered or obliterated, and the 
alteration or obliteration is not apparent, he is protected by the same 
section from liability both to his customer and to the true owner. 

An uncrossed or “open” cheque may be paid across the counter 
provided any endorsements appear to be in order. 

“not negotiable” grossings. Where a person takes a crossed cheque 
which bears on it the words '‘‘not negotiable", he can neither obtain 
for himself nor give to anyone else a better title to the cheque than 
was possessed by the person from whom he took it: j. 81. 

In other words, a cheque crossed “not negotiable” loses its natural 
quality of negotiability, and if it is lost or stolen, no person, other 
than the true owner, can acquire a good title to it. 

NOT TRANSFERABLE CHEQUES 

The fact that a cheque is crossed “not negotiable” does not in any 
way restrict its transferability,’ the only effect of the words is to cause 
any defect in the title of a holder to affect all subsequent holders. The 
best ways in which a bill or cheque may be made non-transferable 
are by drawing it in the form "Pay X only" or by writing across its 
face the words “wot transferable" , with the words “order” or “bearer” 
struck out (if they appear on the cheque form). A bill or cheque in 
either of these forms is absolutely incapable of valid transfer. 

“opening” a crossing 

Where a trader desires to make a payment by an uncrossed (or 

open ) cheque, but all the cheque forms in his cheque book bear 
printed crossings, or where he has sent a crossed cheque to a creditor 
and the latter intimates to him that he has no banking account and 
therefore desires an open ’ cheque so that he may cash it over the 
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counter, the trader may “open” the crossing on any such cheque by 
writing against the crossing the words “Please pay cash”, 
accompanied by his full signature. 


ALTERATION OF GHEqUES 

Sometimes the drawer of a cheque may wish to alter it after he has 
written it out; in such circumstances he should append his full 
signature to any alterations he makes. In practice, however, banks 
will usually accept the drawer’s initials as sanction for minor 
alterations. 

If a cheque is materially altered without the consent of the drawer, 
the provisions of s. 64 of the Bills of Exchange Act apply (see page 437). 
But, since the customer of a bank is under an implied obligation to 
use reasonable care in drawing cheques so as not to involve his 
banker in any loss directly traceable to carelessness on his part, he 
cannot deny the right of his banker to debit him with the full amount 
of a cheque where that amount has been fraudulently raised and the 
alteration has been facilitated by the customer’s negligence, as where 
he has left blank spaces when filling in the cheque. 

This principle applies also to other alterations. Consequently, the 
customer should fill in his cheque so as to render difficult awy 
alteration (e.g., in the payee’s name). 


“blank" CHEqUES 

It frequently happens that a person wishes to send a cheque in 
payment of a debt the exact amount of which he does not yet know. 
For this purpose he may send what is known as a blank cheque, i.e., 
one drawn in the usual way, but with the amount blank, so that the 
payee may fill in the cheque for the requisite amount. The issue of a 
cheque lacking in any material particular in this way acts as 
authority to the holder to fill it up as he thinks fit [s. 20, Bills of 
Exchange Act 1882). As a safeguard against fraud in such cases, it is 
usual for the drawer to mark the cheque with a limit to the amount 
for which it is to be drawn, as by writing words such as under ten 
pounds” or “not over five pounds” across the top or by the side of the 
crossing. 

REMITTANCE OF CHEqUES BY POST 

In remitting cheques by post, the sender should take all practicable 
precautions against any loss that may arise from miscarriage or theft. 
Even if the carrier is the agent of the recipient, the sender must, if he 
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is lo protect himself, comply with any instructions given him by the 
addressee as to the manner in which the cheques are to be made out. 
He should, therefore, take all possible precautions. Where the carrier 
is the agent of the remitter, the latter is not deemed to have paid his 
debt (even conditionally) until the cheque comes into the hands of 
the payee, and, if the cheque be lost or stolen in course of transit, he 
runs the risk that the cheque may be paid by his banker on 
presentation by some person other than the payee or true owner, in 
which case the banker will probably be able to debit the drawer’s 
account, although the drawer will still remain liable to the payee. 

Unless the creditor makes a stipulation to the contrary, any cheque 
remitted through die post should be drawn payable to order and not 
to bearer. As has been seen, a cheque payable to order cannot be 
validly negotiated until it has been endorsed by the payee; if a 
cheque so drawn is stolen, it is necessary for the thief to forge the 
payee’s endorsement, and this forgery will prevent the passing of a 
good title. But even so, the cheque may be presented and paid before 
the drawer has been notified of the loss and has had an opportunity 
of countermanding payment. 

As an additional safeguard, therefore, all cheques sent through the 
post should be crossed. This affords a measure of security in that a 
crossed cheque can be paid only through the medium of a bank; and 
bankers will not usually collect cheques except on behalf of persons 
known to them. Moreover, where the name of the payee’s bank is 
known, the cheque should be crossed specially to that bank. 

The addition of the words “not negotiable” to the crossing affords 
little additional security to the drawer in the case of a cheque 
payable to order, but is a very valuable safeguard where it is desired 
to send by post a cheque payable to bearer or one on which the last 
endorsement is in blank. 

Such words as “Account Payee”, “Account A.B.”, “Inland 
Revenue Account”, are sometimes added to the crossing on a 
cheque. Such additions have no statutory recognition, but are an 
additional safeguard inasmuch as they clearly constitute a direction 
to the collecting banker to place the proceeds of any cheque so 
marked only to the account named and disregard of such instructions 
will constitute negligence sufficient to deprive him of his statutory 
protection in the event of an action against him for conversion. 


PAYMENT BY CHEQ^UE 

Where a debtor hands to a creditor a bill or cheque in payment of a 
debt, discharge of the bill or cheque operates as a discharge of the 
debt. If a cheque for a smaller amount than the debt owing is 
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accepted and is duly paid, it is a partial discharge only, unless a new 
agreement supported by consideration releases the debtor from 
payment of the balance. 

But until the bill or cheque is discharged, it operates as a conditional 
payment only, unless, of course, the creditor agrees to take it in final 
payment. The condition attaching to the payment is that the debt 
will be revived if the bill or cheque is not duly honoured on 
presentment to the drawee. But until the instrument has been duly 
presented and dishonoured, the creditor’s right of action against the 
debtor is suspended. On dishonour the creditor may sue either on the 
debt or on the bill or cheque. In the case of a bill other than a 
cheque, delay in presentment will also discharge the drawer and 
endorsers from liability in respect both of the bill and of the 
consideration for which the bill was given, but delay in the 
presentment of a cheque will not discharge the drawer except so far 
as he has suffered damage by the delay. 

A paid cheque constitutes good evidence of payment, usually 
obviating the need for a formal receipt. A formal receipt, however, 
can still be legally demanded and must then be given. 

THE PAYING BANKER 

Since the obligation to honour cheques is one of the foremost duties 
owing by a banker to his customer, it is imperative that all persons 
opening banking accounts should have an exact knowledge of the 
nature and extent of this obligation, and of the duties and liabilities 
of both banker and customer. 

THE banker’s duty TO PAY GHEQ,UES 

A banker is bound to honour cheques drawn by his customer to the 
extent of the latter’s credit balance on current account, or to the limit 
of an agreed overdraft, provided that (a) the cheques are drawn in 
correct and unambiguous form, and purport when presented by the 
holder in person to be properly endorsed, and {b) that there is no 
circumstance which legally releases the banker from his duty or 
authority to pay. 

termination of the banker’s duty 

The banker is released from his duty to pay cheques in the following 
circumstances; 

(1) Where the customer has countermanded payment. 

(2) Where the banker has received notice of the death or insanity of 
the customer. 
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(3) When a receiving order is made against the customer, or when 
the banker receives notice of the presentation of a bankruptcy 
petition against the customer. On receipt of reliable notice that 
his customer has committed an available act of bankruptcy, the 
banker may refuse to honour cheques presented by anyone other 
than the customer himself. 

(4) In the case of a registered company, the presentation of a 
winding-up petition or the passing of a resolution to wind up. 

(5) Notice that the customer is an undischarged bankrupt. 

(6) Service of a court order attaching the customer’s credit balance. 

(7) Notice of an assignment by the customer of his credit balance. 

(8) Notice that the customer is applying the funds in breach of a 
trust. 

(9) Notice of a defect in the title of the person presenting the 
cheque. 


COUNTERMAND OF PAYMENT 

It has already been pointed out that a banker’s duty to pay his 
customer’s cheque is terminated on receipt of instructions from his 
customer countermanding or “stopping” payment, as may happen, 
for example, where a trader who has sent a cheque to a creditor in 
payment of a bill notifies the bank that the cheque has been lost, and 
gives the bank instructions to pay the cheque. If the cheque is there- 
after presented for payment, it will be returned with the answer, 
“Orders not to Pay”, “Payment countermanded” or “Refer to 
Drawer”. 

In this way there is some protection against loss by theft, for if the 
cheque were unendorsed when lost it can be negotiated only under a 
forgery, in which case the transferee will get no title and will be 
unable to sue the drawer for the amount of the instrument. If, how- 
ever, the cheque before loss were drawn payable to bearer or endorsed 
in blank, the bearer (unless he is the finder or thief) has every right to pay- 
ment and ean compel the drawer to pay, unless the cheque when lost 
was crossed “not negotiable”, in which case the bearer gets no title. 

Thus, the object of stopping a cheque is to prevent the thief or 
finder from obtaining payment. The stopping must therefore be 
performed as soon as possible, but the only person entitled to 
countermand payment is the drawer. An endorser who has lost the 
cheque has no such right: his best course is to inform the banker of 
what has happened and at the same time to inform the drawer, so 
that the latter may stop payment. If this is done and the cheque is 
presented to the banker before he has heard from the drawer, he will 
usually postpone payment pending confirmation from the latter. 
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In stopping a cheque the drawer should be very careful to give the 
exact description of the instrument to the banker. The chief details 
are the number, amount, name of payee and date. Should he by 
mistake give the banker the wrong number, he will not be able to 
make any complaint because his banker stops the wrong cheque and 
pays the one which should have been stopped. The number is the 
most important detail. 

Provided, however, that correct instructions are given to the 
banker, the latter must obey them, and if he ignores them and pays 
the cheque he will have no right to debit his customer. 


FORGERY OF DRAWER’S SIGNATURE 

If a banker pays a cheque on which the drawer’s signature is forged, 
he cannot normally debit the customer’s account with the amount of 
the cheque, since he has paid away the money without his customer’s 
authority. The only exception was provided by s. 24 is where the 
customer is precluded from pleading that the signature was a forgery, 
t.e., where the customer by his own conduct (and mere negligence is 
not sufficient) holds out or impliedly represents to the banker that the 
forged signature is in fact his own; in such circumstances he would be 
estopped denying the existence of the forgery and thus the banker 
could debit the customer’s account with the cheque bearing the 
forged signature. 

FORGERY OF AN ENDORSEMENT 

Where the banker pays a cheque on which the payee’s or an 
endorser’s signature has been forged, such payment would not, in the 
absence of statutory provision to the contrary, operate as a payment 
in due course, discharging the cheque and giving the bank a right to 
debit his customer’s account. Moreover, the banker would be liable 
to the true owner for conversion, i.e., wrongfully dealing with an 
instrument belonging to that true owner. 

But since it is obviously impossible for any banker to verify the 
authenticity of the endorsements on all cheques presented to him, 
statutory protecdon in this respect is afforded him by s. 60, Bills of 
Exchange Act. This section provides that a banker who, in good faith 
and in the ordinary course of business, pays a cheque drawn upon 
him, is deemed to have paid the cheque in due course (and so to be 
entitled to debit his customer), notwithstanding that the payee’s 
endorsement or any subsequent endorsement is forged or 
unauthorised. In regard to crossed cheques, s. 80 protects a banker 
from liability to the true owner if he pays in good faith, without 
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negligence, and in accordance wilh the terms of the crossing, a 
crossed clicquc tliat has fallen into wrong hands or that bears a 
forged endorsement. S. 8o also protects the drawer against any 
further claims against him, if the cheque has come into the payee’s 
hands. 


“marking” cheq,ues 

A cheque is said to be “marked” when it bears the signature or 
initials of the drawee banker, sometimes accompanied by words such 

as “Good for payment if presented before ” Such a marking 

indicates that the cheque will be duly honoured when ultimately 
presented for payment. 

Cheques are most commonly marked in this manner at the request 
of the collecting banker, when they are received too late in the day 
for clearance through the usual channels. Such marking constitutes 
constructive payment and imposes on the drawee banker an 
obligation to pay the cheque when re-presented. The drawer cannot, 
therefore, countermand payment of a cheque so marked. 

Cheques are also sometimes marked by the drawee-bank at the 
request of the drawer in cases where the payee has asked for some 
token that the cheque will be paid on presentment, as where it is 
tendered in exchange for title-deeds to land. In these circumstances, 
it would be better for the customer to obtain from his banker in 
exchange for the cheque a banker’s draft made out to the order of the 
payee. 


THE COLLECTING BANKER 
PROTECTION OF THE COLLECTING BANKER 

Where a banker receives payment for a customer of a cheque crossed 
generally or specially to himself, and the customer has no title or a 
defective title thereto, the banker is protected from liability to the 
true owner of the cheque if he collects it in good faith and without 
negligence: r. 4, Cheques Act 1957. 

In the absence of this protection, the banker would be liable to the 
true owner of the cheque for conversion of his property. To obtain 
the protection, the banker must show that: 

[a) The instrument is one to which the section applies, e.g., cheques, 
banker’s drafts, certain revenue orders and instruments which, 
although not bills of exchange, are intended to enable one to 
obtain from the banker payment of a specified amount. 

{b) The instrument was collected by the banker himself for a 
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customer, or for himself, having already credited the customer 
with such instrument. 

(c) The instrument was collected in good faith and without 
negligence. 

NEGLIGENCE 

The general test of negligence upon the part of a banker who collects 
a cheque is whether the circumstances surrounding the payment-in of 
the cheque were such as to put a reasonable man upon inquiry. It follows 
that no hard-and-fast rules can be laid down as to what constitutes 
negligence, since this is a matter to be determined upon the facts of 
each case. Nevertheless, the following circumstances in which the 
Courts have held bankers to be negligent illustrate the general prin- 
ciples which are applied: 

(1) Collection for the private account of a company official of 
cheques payable to the company and endorsed by him as agent 
of the company. 

(2) Omission to obtain and follow up a reference from a new 
customer. 

(3) Collection of a cheque crossed “Account payee” for a person 
other than the payee named. 

(4) Collection for the private account of a customer of a cheque 
drawn by him, or by him and another, on behalf of his firm or 
company. 

(5) Omission to verify the authority of a person signing per pro in 
suspicious circumstances. 

ENDORSEMENT OF GHEQ,UES 

It is important that all persons negotiating cheques should ascertain 
that any endorsements appearing on them are correct in form, as any 
irregularity in this respect will result in delay in obtaining payment, 
and, as has already been shown, may deprive a collecting banker of 
his statutory protection. 

GENERAL RULES GOVERNING ENDORSEMENTS 

An endorsement must be written on the bill or cheque itself It must 
consist of a signature in proper form, which must be spelt in the same 
way as the name of the payee on the face of the instrument, or o e 
endorsee of the last special endorsement, and must include the same 
Christian name or initials; though where the payee’s Christian name 
is expressed, initials will serve in the endorsement, and uiee versa. 
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Courtesy descriptions or titles must not appear as part of the signature, 
although they may foIlo\v it by way of description of the person 
signing. 

If the payee is incorrectly described in the body of the instrument, 
he should endorse correspondingly, adding, if he thinks fit, his usual 
signature. 
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CHAPTER THIRTY-FIVE 

The Banking System — I: 
The Bank of England 


A characteristic institution of the commercial sector of an advanced 
market economy is a banking system, which generally comprises 
commercial banks and a central bank. The British banking system 
includes a central bank (the Bank of England), deposit (clearing) 
banks, merchant banks, the National Savings Bank, the British offices 
of overseas banks and other financial institutions. 

There is no precise statutory definition of a banker or banker. 
Thus, the Bills of Exchange Act 1882, s. 2, refers to a bank as “any 
body of persons whether incorporated or not, who carry on the 
business of banking”. In general, an institution is recognised as a 
bank if its principal activities include the acceptance of money on 
current account, the collection of cheques on behalf of customers and 
payment of cheques or orders drawn on it by a customer. 

CENTRAL BANKS 

Central banks, which, in some countries, are nationalised, are 
bankers to their governments, are partially responsible for 
implementing national credit and monetary policies and are “lenders 
of last resort” to the commercial banks. Essentially, they are public 
institutions which, by a process of evolution or specific functional 
design stand at the very centre of credit creation and regulation. An 
example of a specifically designed institution of this nature is the U.S. 
Federal Reserve System; an example of an institution which has 
evolved in response to the need for a central instrument of credit 
control is the Bank of England. 


CREATION AND DEVELOPMENT OF THE BANK OF ENGLAND 

The Bank was established by Act of Parliament and Royal Charter in 
1694, under which the 1,268 subscribers to its capital stock became 
incorporated as “the Governor and Company of the Bank of 
England”. In 1697 its capital was increased and its charter was 
extended to 1 7 1 1 ; after that date it was renewed periodically. By the 
mid-eighteenth century it was receiving funds on deposit, circulating 
Exchequer Bills, managing the issue of government securities and 
administering the National Debt. 
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Tlic important Bank Charier Act 1844 included the following 
provisions: no further note-issuing banks were to be created and 
existing banks were to lose the right of note issue on bankruptcy, 
amalgamation or opening in the London area; the Bank of England 
was to have two separate departments, the Issue Department and the 
Banking Department and a weekly return of both Departments was 
to be issued weekly. In 1928 the Bank emerged as the sole note- 
issuing authority. 

In 1946 the Bank was nationalised. Its capital stock was brought 
into public ownership and its shareholders were compensated by the 
receipt of government stock. 

INTERNAL ORGANISATION OF THE BANK 

Control of the Bank is exercised nominally by the Court of Directors, 
which comprises the Governor, Deputy Governor and sixteen 
Directors appointed by the Crown. The Court is required by Charter 
to meet once a week — traditionally on Thursdays. Day-to-day 
administration is carried out by heads of departments, the senior of 
whom is the Chief Cashier; in effect he is the Bank’s chief executive 
officer. The Cashier’s Department is concerned with administering 
the note issue, the banking functions, the Exchange Equalisation 
Account, etc. 

The Accountant’s Department maintains registers of government 
stocks, etc. The Economic Intelligence Department reports on the 
domestic economy and the balance of payments. The Overseas 
Department is concerned with relations with overseas central banks 
and, in particular, the Sterling Area. The Exchange Control 
Department administers affairs arising from the Exchange Control Act 
^ 947 ) which was designed to protect the country’s official reserves. 
The Audit Department audits the Bank’s assets, examines procedures 
and is responsible directly to the Governors. 

FUNCTIONS OF THE BANK OF ENGLAND 

The Bank s functions, which derive fundamentally from its concern 
with the nation s money and credit, have evolved over the centuries; 
they have not emerged from the provisions of one particular statute. 
It is important to remember that the Bank is not a government 
department; but in the exercise of the functions set out below it 
mirrors faithfully current government financial policies. 

BANKERS TO THE GOVERNMENT 

The Bank administers the Government’s main accounts. The 
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National Loans Fund, created in 1968 to raise additional central 
government funds and to meet National Debt management and 
interest charges of the National Debt, is managed by the Bank. 

Where government revenue has been collected it will generally 
pass through the central Exchequer account which is kept at the 
Bank. The Government’s receipts are usually credited to this account 
and payments by the government have their origin there. 


BANKERS TO THE BANKING SYSTEM 

The Bank acts as banker to the commercial banks and, in effect, as 
lender of last resort to the discount houses. The commercial banks 
keep their accounts with the Bank; the discount and accepting houses 
and many London branches of overseas banks also keep accounts 
there. The London clearing banks keep a substantial proportion of 
their cash holdings as balances at the Bank; from these they settle 
cheque and credit clearings with one another. 

The Bank exercises a considerable measure of control over the 
commercial banks. This matter is discussed on pages 456-9. 

BANKERS TO OTHER CENTRAL BANKS AND MONETARY AUTHORITIES 

Nearly one hundred overseas central banks have accounts with the 
Bank of England. Accounts are kept also for institutions such as the 
International Monetary Fund, the International Bank for 
Reconstruction and Development and the Bank for International 
Settlements. 


BANKERS TO PRIVATE CUSTOMERS 

A small number of private accounts is handled by the Bank. These 
include some individuals and private bodies who have had long and 
close associations with the Bank. Members of the Bank s staff are 
offered its banking facilities. 


note-issuing authority 


The Bank of England is now the central note-issuing authority. Its 
note issue is now completely fiduciary, i.e., it is backed by government 
and other securities, not by gold. Todays fiduciary issue ^ 
£T,ooo million. Profits of issue of notes which are the Issue 
Department’s earnings on holdings of securities less opera tiona costs, 

are paid into the National Loans Fund. , . j r 

The amount of notes in circulation reflects the public demand for 
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money. The Bank is concerned, however, not so much with the total 
note circulation as with the total supply of money; in that total 
supply, bank deposits are of much more importance than notes. 

REGISTRAR AND MANAGER OF STOCKS 

The Bank acts as registrar of Government stocks and of stocks issued 
by the nationalised industries. It manages also stocks of some 
Commonwealth governments, public boards and local authorities. It 
has been estimated that, in the exercise of this function in any one 
year, the Bank is involved in four million dividend payments and 
over 700,000 stock transfers. 

AGENT FOR THE GOVERNMENT 

The Bank administers exchange control, on behalf of the 
Government, manages the Exchange Equalisation Account and 
conducts operations in gold and foreign exchange so as to implement 
government decisions. See the Exchange Equalisation Account Act 1979. 

In its relations with the commercial banks the Bank of England 
acts, not only as a channel of communication, but as a direct agent, 
as, for example, where it issues directives relating to commercial 
banking practice. 

FINANCIAL ADVISOR 

The Bank’s unique position as recipient of economic intelligence, 
together with its intensive daily involvement in the money and 
foreign exchange markets, enables it to provide advice to the 
Treasury and other government departments, to commercial banks 
and other financial institutions and to industry and commerce in 
general. The Bank’s links with international bodies, such as I.M.F. 
and O.E.C.D., enable it to prepare and issue forecasts on matters 
concerning the balance of payments, the strength of sterling and 
general international financial development. 

THE BANK AND MONETARY POLICY 

The Bank’s role as guardian of the monetary system is seen best in its 
activities which are designed specifically to control the volume of 
credit. To this end it operates four regulators by means of which it is 
able to control the lending activities of the commercial banks. These 
regulators are based on: changes in the minimum lending rate; open 
market operations; calls for special deposits from the banks; specific 
directives to the banks. 
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By means of these regulators, as will be seen below, the Bank of 
England is able to affect the supply of money in accordance with 
government policy. A government may decide, for example, that the 
rate of inflation can be diminished only by a reduction in the volume 
of money in circulation and by a contraction of effective purchasing 
power. The Bank will, in pursuit of this policy, so act as to reduce the 
volume of bank deposits, which, because they are convertible without 
restriction into cash, are considered by their owners, effectively, as 
cash. Probably go per cent of the entire volume of business payments 
in Britain is made by cheques, which are drawings on bank deposits; 
hence their significance in credit control. 

Official definitions of money are denoted by the symbols M, and 
M3; the symbol Mj is no longer in use. M, comprises notes and coins 
in circulation + current bank accounts. Mj comprises M, + bank 
deposit accounts. Where reference is made in official statistics to 
“volume of money in circulation” it is important to know precisely 
the definition of money which has been adopted. 

MINIMUM LENDING RATE 

M.L.R. replaced Bank Rate following an announcement by the 
Chancellor of the Exchequer in October 1972. Doubts had been 
expressed and articulated by the Radcliffe Report as to the 
effectiveness of Bank Rate — the minimum rate at which the Bank 
would advance money on first-class bills, fn theory, a rise in Bank 
Rate would be followed by an increase in the discount rate of the 
commercial banks, a transference of funds to London from abroad to 
gain advantage from increased interest rates, an increase in bank 
deposits which would reduce consumer demand and reinforce the 
tendency for prices to fall, the stimulation of exports and fall in 
imports. In general, the demand for money would fall. A fall in Bank 
Rate would, in theory, have opposite effects. 

The Chancellor’s statement referred to a decline in the role of 
Bank Rate in the determination of the structure of interest rates. A 
new rate was needed which would respond in a flexible manner to 
altered conditions in the money market and whose movements would 
not be interpreted invariably as heralding basic shifts in government 
financial policy. M.L.R. was to be fixed weekly at i per cent above 
the average discount rate for Treasury bills; in practice it is rounded 
to the nearest ^ per cent above. The main influence of M.L.R. is 
exerted on the short-term interest rate; it does not necessarily exert a 
major influence on all interest rates. 

A further reform of monetary policy aimed at credit control was 
introduced in September, 1971, which required all banks— not only the 
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clearing banks — lo maintain a minimum reserve assets ratio of 1 2| per 
cent between eligible reserve assets and eligible liabilities. “Eligible 
reser\'e assets” comprise a bank’s liquid assets {e.g., cash, balances at 
the Bank of England, excluding till money and special deposits); 
money at call; Treasury bills; approved commercial bills. “Eligible 
liabilities” are sterling deposit liabilities. 

OPEN MARKET OPERATIONS 

Operations of this nature are undertaken when the Bank’s agents buy 
or sell securities on the money markets. The objectives of these 
operations are three- fold: first, to implement government monetary 
policy; second, to ensure the availability of short-term finance to 
meet government expenditure; third, to maintain the liquidity of the 
endre banking structure. 

Assume, for example, that the Bank, in response to government 
policy, wishes to act so as to restrict the total volume of credit. It will 
sell Treasury bills (generally issued by the Government in units of 
^5,000 and ■£ 1 0,000 for periods of up to 9 1 days) in payment for which 
buyers will draw on their accounts with the commercial banks. The 
result will be a reduction in the banks’ reserves and a curtailing of 
their ability to make loans. The general result is the desired reduction 
in purchasing power. When the Bank buys securities an opposite 
effect will follow. 


SPECIAL DEPOSITS 

The Bank of England is empowered to call, with Treasury approval, 
for all banks to place with it special deposits equal in volume to a 
stated percentage of the eligible liabilities of each bank. Since these 
deposits will be made from the banks’ cash reserves, the Bank, in 
calling for them, is able effectively to reduce the banks’ powers to 
create credit. 

In December 1973 the Bank brought into use a scheme of 
supplementary deposits which embraced all banks and all financial 
houses which accepted deposits. Under the scheme supplementary 
deposits, which would not earn interest, unlike special deposits, 
would be placed with the Bank whenever the sterling deposit 
liabilities of the banks of financial houses rose above a stated level. In 
effect, credit creation could be restricted further. 

SPECIAL DIRECTIVES 

Under the Bank of England Act 1946 the Bank is empowered to 
“request informadon from and make recommendations to bankers 
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. . and, on the basis of Treasury authorisation, to “issue directions 
to any banker for the purpose of securing that effect is given to any 
such request or recommendation”. 


THE WEEKLY BANK RETURN 

The Bank’s Weekly Return consists of two balance sheets; one 
concerns the Issue Department; the other, the Banking Department. 
The Return is compiled at the end of business each Wednesday; it is 
issued for publicadon following the meeting of the Court on 
Thursday; it is published in the London Gazette and the national 
press on Friday. 

EXAMPLE OF THE WEEKLY RETURN 

Published February 24th, 1978 

BANKING DEPARTMENT 


Liabilities £ 

Capital 14,553,000 

Public Deposits 24,081,879 

Special Deposits i >229,300,000 

Bankers’ Deposits 384,298,157 

Reserves and Other Accounts 877,564,990 


2,329,898,026 


Assets £ 

Government Securities * >98 1 , 1 7 * ,088 

Advances and Other Accounts 180,522,446 

Premises, Equipment and Other Securities i 59 , 7 * 8 , 7°3 

Notes 8,311,740 

Coin 176,049 


2,329,898,026 


ISSUE DEPARTMENT 

Liabilities 
Notes Issued 
In Circulation 
In Banking Department 

Assets 

Government debt 

Other Government Securiries 

Other Securities 


£ 

7,700,000,000 


7,691,688,260 

8,311,740 


1 1,015,100 
6,607,187,904 
1,081,796,996 


7,700,000,000 
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ITEMS IN THE BANK RETURN 

Reference should be made to the Weekly Return illustrated on page 

459 - 

banking DEPARTMENT 
(a) Liabilities 

(i) Capital. This comprises the amounts subscribed by 
stockholders. 

(ii) Public Deposits. This figure is made up of the sums which 
stand to the credit of the central government’s principal 
accounts, e.g., the Consolidated and National Loans Fund 
Accounts, Savings Bank Accounts. 

(iii) Special Deposits. These deposits are explained on page 

458- 

(iv) Bankers' Deposits. This figure comprises the commercial 
banks’ balances which appear in Aeir balance sheets as 
“Cash at the Bank of England”. 

(v) Reserves and Other Accounts. The accounts of the Banks’ 
other customers, including some overseas banks and a 
small number of private customers are included in this 
figure. 

{b) Assets 

(i) Government Securities. This item is the largest asset and 
includes the Banking Department’s investments in British 
Government stocks and Treasury bills. 

(ii) Advances and Other Accounts. This item comprises the 
amount of the Bank’s lending to the money market, e.g., 
by the rediscounting of bills, advances by overdraft or 
loan to the Bank’s customers. 

(iii) Premises, Equipment and Other Securities. Other Securities 
indicate the Bank’s purchases of bonds and other 
securities on the Stock Exchange or in the discount 
market. 

(iv) Motes. The Bank’s reserve of notes from which the 
commercial banks draw is represented by this item. 

(v) Com. The Bank s reserves of coin from which the 
commercial banks draw is represented by this item. 
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CHAPTER THIRTY-SIX 

The Banking System — II: 

The Commercial and Other Banks 


A notable feature of the history of British commercial banks in the 
present century has been the drive towards concentration by 
amalgamation and absorption, whereby the banking business of the 
country became centred in a few large institutions, the “Big Five” — the 
Midland, Lloyds, Barclays, the Westminster and the National 
Provincial Banks. In 1968 further mergers took place, e.g., the 
National Provincial with the Westminster, and Barclays with 
Martins. There are now four groups: Barclays, the National 
Westminster, the Midland and Lloyds. 

The merging process was carried out in three principal ways: 

(1) The absorption by large provincial banks of small country banks. 

(2) The absorption by large provincial banks of smaller London banks. 

(3) The amalgamation of large banks to take advantage of the 
economies of large'scale organisation. 

The commercial banks have interests in overseas banks and in hire 
purchase finance. Each has a large number of branches. 


BRANCH BANKING 

Side by side with this process of amalgamation and absorption, there 
has been in England and Wales a vast extension of the system of 
branch banking, whereby the gp'eat banks operating from London 
have set up control on a regional basis and established a network of 
branches throughout the provinces under local managers. Although 
this system has disadvantages, it has a number of advantages: 

(1) It facilitates the transfer of capital from districts where there is a 
surplus to those where there is a deficiency. It also permits the 
movement of funds according to seasonal needs in various 
districts. 

(2) The specialised skill and knowledge of the Head Offices of the 
large banks are available for customers in all parts of the 
country. 

(3) Banking facilities are made available in small towns, etc., where 
the establishment of a local bank might not be a paying 
proposition. 
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or the disadvantages attached to the system, the following may be 
mentioned: 

(1) The control of branches by Head Office which has little 
knowledge of local affairs tends to restrict the effectiveness of 
branch managers. This disadvantage is largely overcome in some 
banks by the establishment of District Head Offices with local 
directors. 

(2) Intensive competition between a few large banks may lead to 
unnecessary waste, e.g., the opening of several unprofitable 
branches in a district where one branch could adequately cope 
with all the banking business. 


FUNCTIONS OF A COMMERCIAL BANK 

The following are the principal functions of a commercial bank: 

(1) THE RECEIPT OF DEPOSITS: 

(a) On Current {or Cheque) Account, in which case funds are 
withdrawable on demand by cheque. No interest is usually 
paid on such an account. 

{b) On Deposit Account, withdrawable after a specified period of 
notice. Interest is paid on such accounts. 

(c) On Home Safe or Savings Account. The customer is allowed to 
place money in a small safe, which is periodically taken to 
the bank to be opened, and the proceeds credited to the 
customer’s account. 

(2) GRANTING LOANS to customcrs, in the form either of a fixed of 
reducing advance on loan account or of a fluctuating overdraft 
on current account. 

{3) DISCOUNTING BILLS, i.e., the purchase of bills of exchange at their 
face value less interest for the period which they have to run 
before maturity. 

(4) AGENCY SERVICES. In addition to the primary functions of bor- 
rowing and lending, a bank performs a number of agency ser- 
vices on behalf of its customers. These include: 

{a) The collection and payment of cheques, bills, dividend warr- 
ants and other instruments. 

[b) Stock and share transactions; investment management ser- 
vices. 

{c) Assisting companies to raise capital. 

{d) The periodical payment of subscriptions, insurance prem- 
iums, etc., on behalf of customers. 

(e) The safe custody of valuables on behalf of customers. 
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(5) miscellaneous services and the finance of foreign trade, 
including: 

(a) The transaction of foreign exchange business, including the 
exercise of exchange control as agents for the Bank of Eng- 
land. 

(b) The issue of various types of letters of credit, credit cards, 
bankers cards and travellers’ cheques. 

(c) Executor, trustee and personal tax services. 

{d) Automatic cash dispensers — cash available at any time of the 
day or night — and night safes. 

(6) THE ISSUE OF NOTES. In England and Wales this function is 
confined to the Bank of England (but Scottish and Irish Banks 
issue notes for local circulation). 

THE clearing SYSTEM 

The growth of the cheque system led to the development of a mech- 
anism whereby cheques can be exchanged in bulk and the resultant 
claims of each bank on other banks in respect of them can be set off 
and cancelled through one central agency, only the difference be- 
tween the total sums that each bank has to pay or to receive being 
actually paid over. The primary function of a clearing is the trans- 
mission of cheques and documents; the setting-off of inter-bank debts 
is only incidental. In most towns there is a local clearing for the adjust- 
ment of the claims arising between the banks in that town, while in 
London there are the Town and the General Clearings, and in cer- 
tain leading provincial towns [e.g., Manchester) there are clearings 
that cover large provincial areas. 

THE LONDON CLEARING HOUSE. The London Clearing House deals 
with cheques, bills, etc., payable by banks who are members of the 
Committee of London Clearing Bankers. (The Committee consists of the 
chairmen of Barclays, Coutts, Lloyds, Midland, National Westminster 
and Williams and Glyn’s. It is through this committee that the Bank 
of England transmits policy communications to the banks.) Other 
London non-clearing banks {e.g., the Scottish, Irish, Commonwealth 
and foreign banks) usually pass cheques, bills, etc., held by them to 
the credit of an account with one of the clearing banks. 

The main cheque clearings of the London Clearing House are: 

(a) The Town Clearing, which deals with cheques, bills, etc., of 
^5,000 and over, payable at clearing banks in the central city 
area around the Bank of England. 

{b) The General Clearing, which deals with cheques payable at clear- 
ing banks outside the town area. 
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Each bank in the Clearing House sorts into separate bundles or 
“charges” all cheques drawn on other clearing banks, and a separate 
“charge” is made, in the case of each bank, for each section of the 
clearing. The items are then listed, and their totals agreed by the 
Clearing House representatives of the drawee banks who exchange 
their “charges”. 

Totals are made of all the cheques presented by or to each bank, 
and the difference between these totals represents the amount owing 
to or by each bank. A settlement is made each day by summarising 
the balances owing in respect of the Town Clearing for the same day, 
and the General Clearing for the last day but one, and the ultimate 
total owing to or by each bank is transferred in the books of the Bank 
of England between the account of that bank and the account of the 
Clearing House. Thus a few entries between these “master” accounts 
represent the aggregate of numerous lesser sums and a vast number of 
credits and payments, so involving an enormous saving in trouble, 
time and money. 

RETURNS. In the case of the Town Clearing, any cheques dishonoured 
must be returned, on the day of presentment, direct to the Clearing 
House, and an adjustment made in the Town Clearing Sheet. In the 
case of the General Clearing, cheques must be returned direct by 
post to the bank named in the crossing. 

On an average day in 1978, 4,100,000 cheques with a total value 
of ^8,600 millions were exchanged and paid through Town and Gen- 
eral Clearings. 

A General Credit Clearing operates for the transmission of credit 
transfers. 

The Bankers’ Automated Clearing Services, a company wholly 
owned by the London Clearing Banks, receives money transfers re- 
corded on magnetic tape and distributes them to appropriate banks. 

THE BALANCE SHEET OF A COMMERCIAL BANK 

On pages 465—466 is printed a balance sheet of the National West- 
minster Bank, Ltd, as at 31st December, 1977. Most of the items will re- 
quire little explanation; the following points should, however, be noted: 
(i) Liabilities: 

{a) Capital. This figure represents, in effect, claims due to the 
bank’s shareholders. 

[b) Current, deposit and other accounts. This is the most important of 
the bank’s liabilities and includes the amounts standing to the 
credit of the bank’s customers on current and deposit account. 
It is not possible to distinguish the various types of account. 
(In general, just over 50 per cent of the total figure may be 
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attributed to current accounts, approximately 35-40 per cent 
to deposit accounts and the rest to other accounts.) 

(2) Assets (generally in descending order of liquidity) : 

{a) Coin, bank notes, balances with the Bank. This includes actual cash 
held by the bank at head office and branches and the credit 
balance held at the Bank of England (which is treated as 
cash) . 

National Westminster Bank Limited 

Balance Sheet 

at 31 December 1977 


Ordinary shareholders* fhnds: 

Ordinary share capital 

Reserves 

1977 

£000 

224,815 

608,190 

1977 

£000 

1976 

£000 

222,067 

561,847 

1976 

£000 



833,005 


783,914 

Preference share capital 


13.872 


13,872 



846,877 


797,786 

Loan capital 


90,680 


97,944 

Deferred taxation 


85,985 


77,293 

Amounts due to subsidiary companies 


78,403 


58,027 

Current, deposit and other accounts 


9,827,942 


8,793,865 

Other liabilities: 

Creditors and accrued expenses 

Taxation 

Dividends 

20,767 

43 U 26 

'4.554 


25,136 

22,795 

12,700 




78,447 


60,631 



11,008,334 


9,885,546 


R Leigh-Pemberton Chairman 


Sandon Deputy Chairman 

A G Touche Deputy Chairman 


W J Benson Director 

and Group Chief Executive 


F W Hewitt Director 

and General Manager, 
Financial Control Division 
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■977 '977 

£000 £000 

Liquid Rsscts: 

Coin, bank notes and balances witJi the Bank of 


England 383,171 

Cheques in course of collection on other banks 419,924 

Money at call and short notice 1,208,904 

Bills discounted 3V<°37 


1976 1976 

£000 £000 


296,920 

409,489 

1,102,476 

272,739 


2,339,036 


2,081,624 


Special deposits with the Banh of England 

Certificates of deposit 

Investments — other than trade 
investments 


'75.870 

285,960 

268,273 

260,466 

562,755 

427,674 


Customers’ and other accounts: 

Advances, less provision 

Other debtors and prepaid expenses 


Trade investments 

Subsidiary companies: 

Investments — at cost less amounts written off 
Amounts owing 


Premises and equipment 


6,399,278 

21,984 


'39,9'o 
44', 309 


5,703,778 

18,638 


6,421,262 

109,074 


581,219 

550,845 


134,774 

366,879 


5,722,416 

105,101 


501,653 

500,652 


11,008,334 


9,885,546 


{b) Cheques in course of collection. This item refers to cheques drawn 
on other banks which are credited to the account of customers 
of the National Westminster Bank. 

(c) Money at call and short notice. Under this heading is the amount 
of surplus money” lent for short periods by the bank to the 
Money Market (see Chapter 38) at low rates of interest and 
secured by first-class bills and other securities. 
id) Bills discounted. Under this heading are included: British 
Government Treasury bills, which carry no risk and earn a 
little more than money at call and short notice; Other bills, 
i.e., bills discounted by the bank for its customers. 

{e) Special deposits. This item is explained on page 458. 

{/) Customers’ and other accounts. This item refers to loans and over- 
drafts made to the bank’s customers by way of overdraft on 
current account and fixed loans. 

{g) Trade investments. Under this heading are the bank’s principal 
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trade investments, other than associated companies; they in- 
clude equity interests of 20 per cent or more with the Agricul- 
tural Mortgage Co, Ltd, the Bankers’ Clearing House, Ltd, 
and the Commercial Union Assurance (Unit Trusts) Ltd. 

{h) Subsidiary companies. These include County Bank, Ltd, Centre- 
File Ltd, Coutts & Co, Credit Factoring International Ltd, 
International Westminster Bank Ltd, NatWest Canada Ltd, 
Ulster Bank Ltd, Isle of Man Bank Ltd, Handelsbank NE and 
National Westminster Insurance Services, Ltd. 

{i) Premises and equipment. This item tends to be shown in some 
banks’ balance sheets at a figure much below real market 
value, so that the resulting undervaluation is, in effect, an 
addition to the reserves of the banks. 

THE BANKING ACCOUNT 

It is almost impossible to do business of any dimensions today with- 
out the convenience of a banking account. As a rule, a business man 
who contemplates opening an account will find that there are several 
bank branches near his place of business and, other things being 
equal, he will choose the bank and branch most conveniently situa- 
ted for his purposes. 

THE ADVANTAGES OF A BANKING ACCOUNT 

Although a banker is essentially a borrower of money from the 
public, the many services he offers in exchange for the loan to him of 
money on current account are such that, unlike other borrowers, he 
does not pay interest to the lender. Indeed, unless the average bal- 
ance maintained by the customer is sufficiently large, it is usual for 
the banker to charge some form of commission in return for his ser- 
vices. 

The following are the chief advantages to the customer of a bank- 
ing account: 

( 1 ) He is relieved of the risk involved in keeping large sums of money 
on his premises. 

(2) He is afforded all the facilities offered by the use of cheques as a 
means of effecting payments. 

(3) He may utilise the services of the banker in the collection of 
cheques and bills received from his debtors. 

(4) He may obtain advances from the banker by (i) an overdraft or 
loan against security, or (ii) the discount of bills. 

(5) He can obtain information regarding the stability of persons with 
whom he transacts business, and may give the banker as a refer- 
ence as to his own standing. 
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(6) He miglu seek advice from a bank manager on such matters as 
investments and setting up business. 

OPENING THE ACCOUNT 

Unless a prospective customer is already well known to the bank 
manager or to one of the bank’s other officials, the customer will 
invariably be required to provide some form of introduction so that 
the banker can satisfy himself that the projected account is likely to 
be conducted in a reasonably satisfactory way and that the facilities 
afforded by the bank are not likely to be misused. 

Furthermore, the prospective customer will be required to supply 
specimens of his own signature and also specimen signatures of any 
persons authorised to sign on his behalf — the latter signatures being 
recorded on a form of “mandate” addressed to the banker. 

Bankers will open an account for a public company as soon as it 
has been incorporated, although they may refuse to release any of the 
moneys received by them on the account until they have seen the 
trading certificate which gives the company permission to commence 
business. 

TYPES OF ACCOUNT 

In all cases the conditions under which the account is to be conduc- 
ted must be definitely agreed between the bank and its customer. As 
was mentioned earlier, the account may be either a current account, a 
deposit account or a loan account. If a current account is opened the cus- 
tomer is provided with a paying-in book and a cheque book, and no 
interest is allowed on a credit balance on the account, although 
interest is, of course, claimed by the bank when the account is in 
debit, i.e., overdrawn”. The customer is supplied periodically with 
loose-leaf bank statements, recording the debits and credits on his 
account. The balance is shown after each transaction. 

Deposit accounts are opened by customers who have funds available 
which they do not wish to invest but on which they wish to obtain 
interest. The transactions between a bank and a customer on a de- 
posit account are recorded for the customer’s benefit in a deposit 
account pass book or on loose-leaf statements. The money received on 
deposit is usually repayable only after the customer has given a speci- 
fied period of notice (usually seven days) of his intention to withdraw 
the funds. 

THE PAYING-IN BOOK 

The object of this book is to provide the customer with an acknow- 
ledgement by the bank of moneys paid in to the credit of his account. 
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Gash, cheques, bills, coupons and other documents representing 
money are entered up in the book, with a note of the date on which 
they are paid in. The book is then taken along to the bank and 
tendered, with the cash and other documents, to the cashier, who 
checks the entries, retains the articles paid in and the tear-off slip 
bearing the list of items, and returns the book, after having impressed 
the bank stamp on the counterfoil. 

Cash and cheques are credited immediately to the account and 
bills, foreign cheques and similar items are collected by the bank on 
behalf of its customer and credited as the proceeds are received. 


RECONCILING THE BANK BALANCE WITH THE CASH BOOK BALANCE 

In reconciling the statement with the cash book a certain amount of 
difficulty may be experienced owing to the fact that the book may 
contain a record of certain payments-in that have not yet been “clear- 
ed”, i.e., the proceeds of which are not yet available, and of certain 
drawings (by cheque) which have not yet been paid out by the bank 
(the cheques not yet having been presented for payment) . In order to 
check the accuracy of both cash book and statement in these cir- 
cumstances, it is necessary to prepare what is known as a reconciliation 
statement. 

Suppose, for instance, that on a certain date a firm has a credit 
balance, according to its statement, of ;^3,972-i5, but that according 
to its cash book its balance should be 075-80. To check the accur- 
acy of these figures a statement is made out on the lines of that 
on page 470. 

In the majority of cases, of course, the statement will be more 
complicated than that shown, which is only an illustration. The 
amounts to be added, as illustrated below are ascertained from the cash 
book and statement by ticking off the items credited on the latter 
against those credited in the former, the unticked items represent- 
ing those not yet cleared or credited by the bank to the customer 
at the time the latest pass sheet was issued. The arnounts to be sub- 
tracted are obtained by ticking off the debit entries in the cash book 
with those on the pass sheet when the unticked entries in the former 
represent cheques not yet paid by the bank up to the time the latest 
pass sheet was issued. If debit items such as bank charges appear on 
the bank statement that have not yet been entered in the books of the 
business, they will be added to the credit balance. 
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BANK RECONCILIATION STATEMENT 
30th April, 19 . . 

£ 

Credit Balance as per Bank Statement 3972‘i5 

Add Amounts paid in but not credited: — 

28/4/... 

29/4/ . . . 75'50 

193-10 

Add Bt^nk Charges debited 15/4/ . . . 10-50 


405-75 

Less Cheques drawn but not presented: 

No 321374 /;5i-35 

321377 48-60 


99-95 


Credit Balance per Cash Book 3C4°75-^° 


THE RELATION BETWEEN BANKER AND CUSTOMER 

When a customer deposits money witli a bank, the money becomes 
die bank’s property at its absolute disposal. In odier words, the 
banker does not become die customer’s agent or trustee; he may 
invest or lend the money as he drinks fit and he is not responsible to 
his customer for any profit made on this money. The basic relationship 
between banker and customer is that of debtor and creditor: normally the 
banker is the debtor and the customer the creditor; but where the 
latter’s account is in debit die positions are reversed. 

Neverdieless, the reladonsliip between banker and customer differs 
from the normal relationship of debtor and creditor in that diere are 
certain superadded obligations on each party arising out of an im- 
plied contract between diem. These special features of die relation- 
ship are as follows; 

(1) THE MONEY OWTNG BY THE BANKER IS NOT REPAYABLE UNTIL A 
DEMAND FOR REPAYMENT HAS BEEN MADE BY THE CUSTOMER. 

(2) THE banker’s duty TO HONOUR CHEQUES. It is a part of the im- 
plied contract between banker and customer that the banker will 
honour his customer’s cheques to the extent of the latter’s credit 
balance or to an agreed overdraft limit, provided that the 
cheques are in order {i.e., correedy drawn), that the customer 
has not countermanded payment, and that there is no legal bar 
prohibiting payment. 

(3) THE banker’s duty OF SECRECY. A banker may not disclose any 
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details concerning his customer’s account or any information re- 
garding his customer that he may have obtained from other sour- 
ces, except in the following circumstances: 

{a) Where there is compulsion of law, as for example, where the 
banker is compelled to give evidence before a Court. 

(i) Where there is a duly to the public to disclose, as where disclosure 
is necessary to avert a danger to the State. 

(c) Where the bankas interest require disclosure, as where the amount 
of an overdraft is stated in a writ. 

{d) Where the customer has given his express or implied consent to the 
disclosure (see below under Bankers’ Opinions). 

(4) THE banker’s lien. The banker has a general lien on any secur- 
ities of a customer which come into his hands in the ordinary 
course of business for any purpose not inconsistent with Hen. 
Banker’s lien differs from ordinary lien in that it gives the banker 
the right not only to retain but also to realise the securities to 
which it applies. 

(5) A BANKER HAS A RIGHT TO CHARGE REASONABLE COMMISSION AND 
INTEREST on the customer’s turnover or balance. 


bankers’ opinions 

One of the most important services rendered by bankers is that of 
acting as referees as to the standing of their customers. Whenever a 
trader feels any doubt as to the reliability or solvency of a prospective 
client, information may be obtained from the former’s banker, who 
will be able, through the machinery of his “information” or “Intelli- 
gence” Department, to supply reliable and up-to-date information 
with a minimum of delay. The obtaining of such information is facili- 
tated if the name of the client’s banker is known, as the banker may 
then put through an inquiry direct. 

From the banker’s point of view the answering of such inquiries is 
a delicate matter involving great care. Despite the banker’s duty to 
preserve secrecy concerning his customer’s affairs, it is possible that 
the praetice among bankers of exchanging general information con- 
cerning customers is so well established that a customer, in the ab- 
sence of an express stipulation to the contrary, would be deemed to 
have impliedly consented to the giving of such opinions. Neverthe- 
less, the banker must always take care not to include in his opinion 
any statement that might amount to unjustifiable disclosure of his 
customer’s affairs. In no case should he give any such information 
except to one of his own customers or to another bank; and even then 
he should not disclose the actual balance on the customer s account. 



472 


Commerce: Its Theory and Practice 


ENTRIES ON A CUSTOMER’S BANK STATEMENT 

Entries on a customer’s statement are prima facie deemed to be cor- 
rect, but either the banker or the customer may call evidence to show 
that they are in fact incorrect in which case they may be adjusted, 
provided the customer is not injured by the adjustment. If, however, 
a customer whose statement incorrectly shows too large a credit bal- 
ance is led in good faith and in reliance upon the position shown by 
it to draw in excess of his true credit balance, such customer may 
succeed against the banker for damages if cheques are in consequence 
dishonoured by non-payment. 

But a customer is under no obligation to examine his pass book or 
statement, nor, having examined it, does he in any way warrant the 
accuracy of the entries therein. Thus, if at any time he discovers that 
cheques have been wrongly debited to his account or that he has not 
been credited with amounts due to him, he can demand that his 
balance be restored, even if his silence has prejudiced the banker’s 
position, providing his silence had no fraudulent intent. 

CLOSING AN ACCOUNT 

Although a customer may at any time close a current account with a 
banker by withdrawing his credit balance, or, if the account is over- 
drawn, by paying off the debit balance plus any accrued interest or 
charges, the banker, however unsatisfactory a customer’s account 
may be, cannot close it without due notice. The necessary period of 
notice will depend entirely upon the circumstances of each case, but 
it must be sufficient to enable the customer to complete any out- 
standing transactions. In one case as much as one month’s notice was 
held to be insufficient. 

On the closing of an account it is usual for the banker to ask the 
customer to certify that the account is settled. 

MISCELLANEOUS SERVICES RENDERED BY BANKERS 
ADVISING UPON INVESTMENTS 

Customers frequently approach their bankers for advice concerning 
the disposal of funds that they are anxious to invest. The course 
usually adopted by the banker is to obtain from his brokers a selected 
list of investments suitable for the customer and to forward this to the 
customer stating that it is the broker’s and not his own opinion. 

STANDING ORDERS 

A standing order is an authority or mandate in writing addressed to a 
bank by a customer, signed by the latter, instructing the bank to pay 
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a subscribed sum [e.g., an insurance premium or club subscription) to 
a named person periodically on specified dates and to debit the 
amounts to tbe customer’s account. 


SAFE CUSTODY 

Customers frequently take advantage of the security offered by their 
banker’s vaults to deposit with him valuable documents, securities, 
jewellery and similar objects of value, all of which the bank places 
under lock and key and releases only at the request of the customer 
or, in the event of his death, to his personal representative. 


CAPITAL ISSUES 

When a company issues capital, or makes a call on existing share- 
holders, it is usual to call in the services of its bankers to accept and 
give receipts for the payments, and to act as a depository of the funds. 
In the case of a new issue the bank’s name is usually shown on the 
prospectus, though the consent of the bank must be obtained before 
this is done, and, to this end, the bank should be sent a draft copy of 
the prospectus for inspection and approval. 

Before the prospectus is sent out, arrangements are made for a 
special banking account to be opened (or for more than one where 
there is more than one class of shares), and for all application moneys 
to be credited to this account. The application forms are numbered 
in rotation and are entered by the bank as received on special state- 
ments, which are sent to the company with the applicadon forms for 
checking and further action. 

When money is payable on allotment or when a call is made, the 
bank will open an Allotment Moneys Account or a Call Moneys 
Account and follow a similar procedure. 


PAYMENT OF DIVIDENDS 

Another instance in which a banker is of use to a company arises 
when dividends have to be paid. Then the secretary will arrange to 
open a special dividend account with the bank by a transfer from 
current account to cover the total amount for which warrants are 
issued, and the banker will be instructed to debit all pai warrants to 

this account. . . rj- -j j 

Banks are also of use to companies in the transmission of dividends 

and interest to the accounts of the bank’s own customers who are 
share- or debenture-holders and have signed the necessary' mandate 
in favour of their bank for this to be done. 
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FINANCING TRADING OPERATIONS 

The main function of a banker, apart from those already discussed, is 
to assist in the finance of trading operations. This, however, is of 
sulTicicnt importance to warrant separate treatment and is discussed 
in detail in Chapter 37. 

CHEQ^UE CARDS 

These cards increase the acceptability of cheques by adding the 
credit of the bank to that of the drawer of the cheque; they make 
cheques as good as cash. They are issued free to customers and may 
generally be used for payments not exceeding a limited sum. A 
cheque within this amount made out by the holder of a card will be 
honoured by any branch of the bank on which it is drawn or of any 
bank with which reciprocal arrangements have been made. Thus 
suppliers of goods and services are assured of payment if they accept 
cheques accompanied by cheque cards from unknown customers. 
The commercial banks using this service other than Barclays issue a 
standardised form of cheque card. 

THE NATIONAL SAVINGS BANK 

The National Savings Bank is the renamed Post Office Savings Bank 
which, in 1969, was transferred to the Department for National Sav- 
ings. Two series of Savings Bank accounts are currently available: 
ordinary accounts, paying interest; investment accounts, offering 
higher rates of interest. 

ORDINARY ACCOUNTS 

Savings Bank Ordinary Accounts may be opened with 25P mini- 
mum) at any of 20,000 savings bank post offices in the U.K, A bank 
book is issued in which transactions are recorded. The State guar- 
antees repayment of deposits with interest. 

Types of ordinary accounts which may be opened include the fol- 
lowing: individual accounts; joint accounts; trust accounts, opened 
by persons in trust for others named in the account; trustee accounts, 
available to trustees under legally constituted trusts; direct transfer 
(DX) accounts, related to schemes by which employers make regular 
deductions from employees’ pay for direct credit to such accounts. 

No amount may be accepted from a depositor or joint depositors 
which brings the aggregate amount standing to credit on ordinary 
account to more than 10,000 plus current interest. Deposits may be 
withdrawn on demand up to £^0 from any savings bank post office. 
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Other facilities for withdrawal include: warrant payable at a speci- 
fied post office; crossed warrant; telegraph withdrawal; postal ap- 
plication for payment by telegraph. Depositors may give standing 
instructions for regular payments of fixed amounts for insurance, sub- 
scriptions, etc. Money deposited in the National Savings Bank is paid 
over to the National Debt Commissioners and is invested in securities 
guaranteed, or issued, by the U.K. Government. 


INVESTMENT ACCOUNTS 

Investment Accounts may be opened with i or more at any savings 
bank post office, except in the case of a legal trust or society, when 
application must be made to the Bank’s Director. 

Withdrawals are subject to one month’s written notice accompa- 
nied by the Investment Account Bank book. Payments on demand 
are not permitted. Facilities for withdrawal include: by warrant at a 
specified post office; by crossed warrant. In general, money deposited 
bears interest from the beginning of the month following that in 
which it was received; money withdrawn will cease bearing interest 
from the beginning of the month in which withdrawal was made. 
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CHAPTER THIRTY-SEVEN 

Banks and the Finance of Trade and Industry 


Since their original function of safeguarding the money and valuables 
of merchants, banks have come to perform for their customers num- 
erous other sendees, mainly in connection with the settlement and 
financing of business transactions. These services may be separated 
into two broad categories; 

(a) The provision of machinery for making payments. 

[b) The provision of credit for traders and others. 

BANKS AND THE SETTLEMENT OF INDEBTEDNESS 

As has been indicated in the description of the work performed by 
the Clearing Houses, the cheque and credit systems enable debts 
throughout the country to be set off one against the other without 
any large, actual transfers of actual money from place to place. A 
similar system prevails for the settlement of international indebt- 
edness. 

A debt between two traders may be settled either by the creditor 
drawing a bill on his debtor and selling it, or by the debtor sending 
his creditor a remittance such as a cheque or bank draft. Where the 
first method is adopted the creditor uses the services of his bank to 
obtain payment of the bill. He gets his banker to buy {i.e., discount) 
the bill or to collect its amount for him. Where the second method is 
adopted, the debtor either draws a cheque on his bank or buys a 
draft from his bank for the amount he wishes to pay. 

DISCOUNTING OF BILLS 

Banks are willing to discount bills payable at a future date, provided 
that they are satisfied as to the standing of the parties to each bill. 

The procedure of discounting bills thus provides a means for re- 
conciling the claims of debtors and creditors. The debtor may obtain 
credit by accepting a bill payable in, perhaps, three months’ time 
instead of having to pay at once for goods he has bought; on his part 
the creditor can discount or negotiate the bill at once and so obtain 
immediate payment for goods he has sold. 

The terms “negotiating” and “discounting” a bill are usually 
interchangeable, but the former term is used specially in connection 
with foreign bills and also to refer to the purchase by a bank of sight 
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drafts, etc., in foreign currency where the term “discount” would not 
be applieable. 

COLLECTION OF BILLS 

Where the standing of the parties is not sufficiently good to allow a 
bill to be discounted, or where the drawer is unwilling to bear the 
cost of discounting it, the usual procedure is to hand the bill to a 
banker for collection. When this is done, the banker forwards the bill 
to his agent in the place where the drawee resides, and requests him 
to present the bill for acceptance and payment. When the bill is paid, 
the agent credits the banker’s account in his own books, and 
the collecting banker, on receipt of advice of payment, pays over the 
amount of the bill, less a small commission, to his customer the 
drawer. 


SALES OF FOREIGN REMITTANCES BY BANKERS 

By collecting for its customers bills payable abroad, and also by col- 
lecting on its own account foreign bills that it has negotiated, a 
bank’s balances in foreign centres are increased while its funds at home are 
depleted. The bank adjusts this position and at the same time realises a 
profit by the sale of various forms of remittance to debtors who have 
to remit to their creditors in other countries. 


THE PROVISION OF CREDIT 


Other than in the retail trade only a small proportion of daily trans- 
actions in the modern commercial machine is carried through on a 
cash basis. The great majority are conducted on credit based on the 
belief by one man in the probity and solvency of another- and it is one 
of the most important functions of the banks to act as interrnediaries 
to encourage the giving and taking of credit so that commercial trans- 
actions may proceed with as little delay and uncertainty as possible. 

The type of credit required by a business concern from time to 
time may fall into one of three classes: 


SHORT-TERM CREDIT. This is required for temporary use, to finance 
the purehase of stock, to finance sales at the height o t e seascm, or 
to pay for capital improvements whilst a long-term loan is being 

arranged. 


INTERMEDIATE CREDIT. This is credit advanced (a) for short periods 
which is required in the case of hire purchase sales, where the owner- 
ship of goods is retained by the seller until payment is completed, {b) 
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for advances against deferred payment, in which the ownership of 
goods passes to tlie buyer and payment is spread over a period; and 
(r) for long period contracts for, e.g., public works. 

LONG-TERM CREDIT provides finance for permanent capital assets in 
the form of buildings, plant and machinery. 

In Britain long-term capital is usually obtained by issues on the 
London Capital Market or through such concerns as Finance for 
Industry' Ltd, and the Agricultural Mortgage Corporation Ltd. 
Intermediate credit for hire purchase sales and deferred payment 
sales is provided by specialist organisations such as the United Dom- 
inions Trust Ltd. 

Some intermediate credit, and also the great bulk of short-term 
credit, are provided by the commercial banks, and this may be done 
{a) by the actual granting of advances, or {b) by the issue of letters of 
credit. Finance for Industry Ltd also supplies intermediate and short- 
term credit. 


TYPES OF BANK LOANS 

Before making a loan a banker requires to be satisfied on the follow- 
ing points: 

(1) The purpose of the loan must be satisfactory {i.e., not speculative 
and preferably productive). Is it, in fact, a banking proposi- 
tion? 

(2) There must be a definite arrangement for repayment, and the 
borrower must show from what source he intends to obtain the 
necessary funds to make repayment. 

(3) The borrower s financial position, as shown by his balance sheet 
or other financial statement, profit and loss account, etc., must 
be satisfactory. Are his integrity and reliability beyond ques- 

Banks advance money to customers in the form either of a fluctu- 
ating overdraft on current account or of a fixed advance on loan 
account, or by discounting bills of exchange or promissory notes. 

OVERDRAFT. By this method the customer is authorised to draw 
cheques on his current account up to a fixed limit, and interest is 
c arged only on the daily balance. The customer obtains the ad- 
vantage of reducing his debt, if only temporarily, whenever he has 
funds in his hands which can be paid in, but the rate of interest 
charged is usually higher than that charged on a fixed loan, while a 
commission on the turnover is often exacted which adds considerably 
to the cost of the borrowing. 
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LOAN ACCOUNT. By this method a definite sum is advanced by debit- 
ing the advance to a “loan account” and crediting the customer’s 
current account. Interest is charged at a slightly lower rate than that 
charged on a fluctuadng overdraft, and it is a matter of agreement as 
to whether or not commission is charged on the current account turn- 
over. This method of borrowing is especially useful where the ap- 
plicant’s borrowing powers are limited, as in the case of building 
societies and some registered companies. 

From many aspects, borrowing on overdraft from a bank offers an 
ideal form of temporary accommodation to a trader. If an advance in 
any other form is taken, the trader will usually have to maintain the 
loan until the whole amount is repaid, pending which he will have to 
pay interest on the full amount or on the reducing balance where a 
loan is repayable by regular transfers from current account at 
monthly or other infrequent intervals. In the case of an overdraft he 
pays interest daily only to the extent to which he has actually utilised 
the agreed loan, while any remittances he receives in the course of his 
business will automatically reduce his indebtedness. In many cases, 
advances are required by traders to finance the sale of goods on 
credit; and in such circumstances an overdraft is especially useful, for 
the advance can be repaid piece-meal as payment for the goods is 
received. 

The discounting of bills from the banker’s point of view is a profit- 
able method of financing trade and commerce. The bill is auto- 
matically repaid at maturity; or, if not, the banker has a right of re- 
course against both the drawer and the acceptor, instead of merely 
against his customer as in the case of an overdraft. Moreover, the 
period which a bill has to run before payment is fixed by the bill 
itself, whereas advances in the form of loans or overdrafts have a 
tendency to remain outstanding for a longer period than was origin- 
ally intended. 


SECURITIES FOR ADVANCES 

A banker will seldom grant a customer an advance except against 
security of reasonably stable value, and with a good margin to allow 
for contingencies. Since the security is required by the banker to 
safeguard himself against the loss of his money, and to ensure prompt 
repayment of his advances, the security must be such that he can re y 
upon realising it without difficulty or loss. The essentials of a goo 
banking security are, therefore: 

(1) It must be readily valued and easily realised. 

(2) Its value must be stable. 



^8o Commerce: Its Theory and Practice 

(3) The banker’s title must be easily established and free from risks 
of dispute. 

(4) There must be no liability attaching to the security. 

(5) The security must not entail heavy expense or onerous formali- 
ties. 

(6) The estimated realisable value should yield an ample margin 
over the amount of the advance. 

The following are the principal types of security taken for this 
purpose: 

STOCKS AND SHARES. These are generally a satisfactory form of security 
as they can be made available as cover without great expense, and 
are readily realisable in case of need. The banker, however, regards 
every security on its merits and the customer will find it easier to 
obtain an advance against gilt-edged securities or first-class deben- 
tures than against mining shares. In no case will the banker grant an 
advance above about 80 per cent of the current value of the securities 
and, in the case of shares of relatively less stable value, he will insist 
on a wider margin. 

Bearer securities afford perhaps an ideal cover from the point of view 
of both banker and customer, since they can be made available as 
security by deposit with the banker. Registered securities can be made 
effective as security only by transfer and registration in the names of 
the bank s nominees. Quoted securities, i.e., stocks and shares quoted on 
a stock exchange, are more acceptable than unquoted securities because 
they are more easily realisable and their value can be more readily 
ascertained. 

GUARANTEES. If the Customer is not prepared to deposit any other 
om of security acceptable to the banker, an advance may be arran- 
ged against the security of a guarantee given by a third person of 
adequate standing. A guarantee is defined as “a written promise 
made by one person to be collectively answerable for the debt, de- 
fault, or miscarriage of another”: Statute of Frauds 1677, j. 4. Such a 
gu^antee must be m writing, signed by the guarantor, and must 
embody an undertaking by the guarantor to be responsible to the 
banker should the customer (the principal debtor) default. Guar- 
antees are commonly taken to secure advances made to minors or to 
other persons of limited contractual capacity, but it is then necessary 
to require the guarantor to assume primary liability by means of an 
indemnity clause, while in some cases a banker will ask for a guarantee 
on the part of the directors before advancing money to a limited 
company, the object being to secure the unlimited liability of the 
directors. The value of a guarantee as security is, of course, depend- 
ent entirely upon the financial worth of the guarantor. 
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LAND is generally an excellent form of banking security, but bankers 
usually, though not exclusively, grant advances against mortgages for 
short periods only: where a long-term advance is required the matter 
is best arranged through a solicitor or building society. Where the 
advance is required for a very short period only, it may be sufficient 
for the customer merely to deposit the title deeds to the property with 
the banker, together with a memorandum of deposit stating the purpose 
for which they are deposited. This procedure gives the banker merely 
an equitable mortgage over the property; and, although the customer is 
prevented from dealing further with the property without the 
knowledge of the banker, the latter acquires no right to realise the 
property except with the permission of the court. When, however, the 
banker decides to grant a loan against the security of land or build- 
ings he will usually prefer to take a legal mortgage, by which he 
obtains the legal ownership of the property and so is fully protected. 

DOCUMENTS OF TITLE TO GOODS are frequently taken as security in 
respect of a loan. They are not, however, the best type of cover, as 
the value of most goods is subject to wide fluctuations, and of some to 
rapid deterioration, while there is much scope for mis-statements as 
to that value in the documents. Where documents of title, e.g., dock 
or warehouse warrants, are accepted as security, the customer may 
hand them to the banker together with a letter of hypothecation acknow- 
ledging the banker’s property in the goods and his right to dispose of 
them upon default in repayment of the money lent. 

LIFE POLICIES. Although these are most useful as collateral security to 
avoid realisation of other securities in the event of the death of the 
borrower, they are frequently accepted as primary security for an 
advance. In either case, however, unless the advance is for a short 
term, a banker may protect himself by taking a legal assignment of the 
policy, while he will not in any case advance an amount exceeding 
the current surrender value of the policy. This is perhaps the most 
acceptable form of security. 

Apart from the types of security described above, advances to joint 
stock companies are commonly secured by debentures conveying a 
fixed and/or floating charge over some or all of the company s 
assets. 

COLLATERAL SECURITY 

All the above types of security are frequently spoken of as collateral^ or 
additional security, since they afford the banker right of action 
collateral to, or running side by side with, the banker s right of ^tion 
against the customer personally in respect of any loan or overdra t. 
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There are, however, two other senses in which the term is commonly 
used; 

(fl) To describe any of two or more instruments which secure the 
same debt, as, for example, where a loan is covered by the 
pledge of share certificates and also by the assignment of a life 
policy. 

{b) To describe security which is given by a third person or persons to 
ensure a customer’s repayment of a loan, e.g., a guarantee 
signed by A as guarantor of an overdraft granted by a bank to 
its customer B. 

LENDING POLICY OF BRITISH BANKS 

Apart from the important question of adequate and easily realisable 
security, the chief point that a banker in this country has to bear in 
mind when considering an application for an advance is the question 
of liquidity. British banks supply only short- or medium-term capital and 
will not, other than in exceptional circumstances, entertain any appli- 
cation for an advance required for long-period capital works such 
as buildings or the purchase of land. The main reason for this, of 
course, is that the bulk of the disposable funds of British banks is 
obtained from the deposits of their customers, and, as these deposits 
are liable to be withdrawn at short notice by cheque or otherwise, 
the assets held by the banks against them must be easily realisable 
and not tied up for long periods. Accordingly, before granting any 
advance, a banker will require to be satisfied that the customer pro- 
poses to use the money as liquid capital in his business, and that the 
loan is likely to be steadily reduced and repaid within a compara- 
tively short period. As a result of the banks’ policy in this respect, 

GLASSIFICATION OF BANKERS’ ADVANCES TO U.K. RESIDENTS, NOVEMBER 1977 


MANUFACTURING 


% 

Food, Drink & Tobacco 

1,805 

47 

Chemicals 

L592 

4-2 

Metal Manufacture 

499 

1-3 

Electrical Engineering 

667 

17 

Other Engineering 

1,541 

4-0 

Shipbuilding 

512 

i ‘3 

Vehicles 

510 

I '3 

Textiles and Leather 

724 

I '9 

Other Manufacturing 

1,529 

4-0 

Total Manufacturing 

9,380 

24-6 
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OTHER PRODUCTION 


Agriculture, Forestry and Fishing 

1.514 

4-0 

Mining and Quarrying 

b 393 

3-7 

Construction 

1.583 

4-2 

Total Other Production 

4.491 

II-8 

FINANCIAL 

Flire Purchase 

627 

1-6 

Property 

2.505 

6-6 

Other Financial 

3.834 

lO-I 

Total Financial 

6,967 

18-3 

PERSONAL 

House Purchase 

1,470 

3-9 

Other Personal 

3.318 

8-7 

Total Personal 

4,788 

12-6 

SERVICES 

Transport and Communications 

1,589 

4-2 

Public Utilities 

3,292 

8-6 

Local Government 

702 

1-8 

Retail Distribution 

1.517 

4-0 

Other Distribution 

2,429 

6-4 

Professional, Scientific and Other 

2,977 

7-8 

Total Services 

12,505 

32-8 

Total Advances 
of which: 

38,131 

100*0 

in sterling 

27,020 

70-9 

in foreign currency 

11,111 

29-1 


(Note: Figures may not always sum exactly to subtotals 
due to rounding.) 

Source: Barclays Review and Bank of England 


British traders and industrialists cannot generally rely upon the banks 
to supply them with permanent capital. 

The chart above shows a classification of bankers’ advances m 

November, 1977. 
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THE MACMILLAN COMMITTEE ON FINANCE AND INDUSTRY 

The complaints of industrialists that their requirements were not 
being adequately met led the Government to set up in November, 
1929, a Committee of economists and business men under the chair- 
manship of Lord Macmillan, “to inquire into banking, finance and 
credit . . . and to make recommendations calculated to enable these 
agencies to promote the development of trade and commerce and the 
employment of labour”. 

The Committee came to the conclusion in its Report in 1931, that, 
although British manufacturers and traders had always been able to 
find cheap accommodation, yet, largely for historical reasons, the 
relations between British banks and industry had never been as close 
as those between banks and industry in the United States and on the 
Continent. It emphasised the need for closer association, through 
appropriate organisations, of the financial and industrial worlds and 
recommended that specialised institutions should be set up to per- 
form the following functions: 

[a) To act as financial advisers to existing companies, particularly 
in regard to the provision of permanent capital. 

{b) To secure the underwriting and issuing of companies’ secur- 
ities to the public and, if necessary, to assist previously in 
arranging for temporary finance in anticipation of an issue. 

(c) To assist in financing long-term contracts at home and 
abroad, or new developments of an existing company, or foun- 
ding companies for new enterprises. 

{d) To act as intermediaries and financial advisers in the case of 
mergers^ or in the case of negotiations with corresponding 
international groups. 

(e) To be free to carry out all types of financing business. 

Such institutions should be independent, though their capital 
could be subscribed by the leading private institutions and the big 
banks. One such institution would supply finance for large-scale 
organisations, and for the small and medium-sized concerns, another 
type of financial institution which would confine itself to smaller in- 
ustrial and commercial issues of long-term capital would be desir- 
able. 

The so-called Macmillan Gap” (i.e., the absence of long-term 
facilities for industry) continued unbridged until 1945, when two 
Government-sponsored institutions were formed to provide long-term 
and medium-term financial resources for industrial development. 
These were. Finance Corporation for Industry Ltd and Industrial 
and Commercial Finance Corporation Ltd. The two institutions were 
merged in 1973 as finance for industry ltd. 
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Further help was made available for industry by the I.C.F.C. in 
1953 when it established a subsidiary, the Estate Duties Investment 
Trust, Ltd. 

In 1947 there was a further development when Barclays Banks 
(Dominion, Colonial and Overseas) Ltd, and the Standard Bank of 
South Africa Ltd, as they then were, each formed a subsidiary under- 
taking to provide medium-term finance for concerns wishing to de- 
velop commercial enterprises in the territories in which the parent 
banks operate. 

AGRICULTURAL CREDIT 

In addition to the measures taken to assist industry generally, steps 
were also taken to improve the position of agriculture in Britain. 
After consultadon with the banks and other interests, the Agricultural 
Credits Act 1928, was passed, which dealt with the provision of short- 
term and long-term credit. 

SHORT-TERM CREDIT. The Act provided for the creation of a new form 
of charge, known as an agricultural charge, which could be given in 
favour of a bank in the form of a floating charge over the agricultural 
assets owned by a farmer. 

LONG-TERM CREDIT. A ncw company, known as the Agricultural Mort- 
gage Corporation Ltd, was set up for the provision of long-term credit to 
farmers. The capital was subscribed by a number of the large banks, 
and loans are granted by the Corporadon (a) against mortgages of 
agricultural land; and (i) in respect of major improvements to agri- 
cultural land and buildings. 

Borrowers from the Corporation are required to meet fixed interest 
and capital repayments at half-yearly intervals, so that the scheme 
applies to the acquisition of land the same principles as building 
societies have so successfully applied to the acquisition of homes. 

LETTERS OF CREDIT 

The object of a letter of credit is to substitute the credit of a well- 
known bank for that of a comparatively unknown trader, and so to 
facilitate trade where otherwise it would have been all but impos- 
sible. Generally, a letter of credit consists of an undertaking by a banker 
that bills drawn on the banker in compliance with the terms of the 
credit will be duly honoured. 

One of the most commonly used forms of credit is one opened at 
the request of an importer by a banker either in the importer s 
country, or in the exporter’s country, under which the issuing anker 
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undertakes that bills drawn by the exporter will be duly honoured, 
provided they eomply with the terms of the credit. The exporter is 
thus able, on the strength of the issuing bank’s undertaking, to nego- 
tiate bills drawn under the credit with ease and at a “fine” rate of 
discount. 


CONFIRMED CREDITS 

A CONFIRMED (oR IRREVOCABLE) CREDIT is One in which the issuing 
banker gives a definite undertaking to accept and, in due course, to 
pay bills drawn upon him in compliance with the terms of the credit. 
This is the definition usually accepted, but in some quarters a credit 
is not regarded as confirmed unless the banker through whom the 
credit is advised to the beneficiary adds his confirmation to that of 
the issuing banker. 

UNCONFIRMED CREDITS In an Unconfirmed (or revocable) credit, the 
issuing banker gives no such undertaking, but merely intimates that 
he is prepared to honour drafts drawn under the credit unless, in the 
meantime, the credit is cancelled. The value of an unconfirmed 
credit is considerably enhanced if, as is often the case, the issuing 
banker undertakes to honour drafts negotiated prior to the receipt by 
the negotiating banker of notice of cancellation. 

ACCEPTANCE CREDITS Strictly, this term refers merely to a credit 
which provides for bills to be drawn requiring acceptances, as distinct 
from sight credits, which call for the drawing of sight drafts. The term 
is, however, more usually applied to credits which provide for bills to 
be accepted by a bank, as distinct from credits such as authorities to 
negotiate which provide the bills to be drawn direct on the importer. 
In this sense the term is usually qualified by the name of the town in 
which the bills are to be accepted, e.g., Paris acceptance credit. New 
York acceptance credit. The term “London Acceptance Credit” is 
often used in a special sense to refer to a credit opened with a 
London bank or accepting house at the request of an English exporter. 
This arrangement enables an exporter, merely by drawing on his 
own bank, to obtain, in payment for goods exported, a London bank 
bill discountable at very fine rates, instead of a foreign trade bill 
discountable at higher rates or possibly not discountable at all. 

DOCUMENTARY CREDITS. A documentary credit is one that provides for 
bills to be accompanied by specified shipping documents, as distinct 
from a clean credit, where no documents need accompany the bills. 

OMNIBUS CREDITS are those granted to shippers of high standing to 
enable them to draw round amounts on a bank against the security of 
a general lien on their goods. 
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FIXED CREDITS RFC thosc available for a fixed total amount, either in 
one draft or in several. 

REVOLVING CREDITS are those which are automatically renewed from 
time to time as certain conditions are fulfilled. They are of four types: 
(a) for a fixed amount in one draft at any one time, the credit being 
immediately re-available; (6) for a fixed amount in one draft at any 
one time, the credit not being re-available until advice has been re- 
ceived of payment of the previous draft; (e) for an unlimited amount 
in all, but with a limit to the total of drafts outstanding at any time; 
(d) for a limited amount during a specified period. 

TRANSFERABLE CREDITS. Fixed Credits which authorise the beneficiary 
to transfer his right to draw against them to a new beneficiary of his 
choice. It is the custom of British banks to limit this authority so that 
transfer can occur once only. A transferable and divisible credit enables 
the first beneficiary to transfer drawing rights against parts of the 
total amount of the credit to two or more beneficiaries. 

The descriptions given above are merely characteristics of various 
types of credit and are not in themselves complete and distinct forms. 
For example, a traveller’s letter of credit (see below) has the char- 
acteristics of being confirmed, fixed and clean, while many confirmed 
credits are also documentary and fixed credits. 


THE USE OF LETTERS OF CREDIT IN FOREIGN TRADE 

The following typical example will serve to illustrate the manner in 
which foreign trade may be financed by the issue of letters of credit. 

It may be assumed that an exporter in Ceylon has arranged to ship 
tea to an importer in U.S.A., and, not being satisfied as to the stand- 
ing of the importer, has requested that payment be made by sterling 
drafts at sixty days’ sight on a London bank. In such circumstances, 
the American importer will instruct his own bankers in, perhaps, 
Washington, to open a confirmed documentary credit with their 
London agents in favour of the Ceylon exporter. The instructions to 
the London bank will specify the amount of the credit, the period for 
which it is to remain open, the documents that must be attached to 
each bill, and other details, and will contain an authority to the 
London bank to debit all drafts accepted by it to the account of the 
American bank. Upon opening the credit, the London ban wi 
advise the exporter’s bankers of the terms under which it is prepare 
to accept drafts; and on the strength of this undertaking ±e exporter 
will readily be able to discount any drafts drawn by him m respect oi 
the shipments of goods, even before the drafts are accepte 

It will thus be seen that a letter of credit, by enabling the exporter 
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to draw on a bank of international repute, instead of on a com- 
paratively unknown importer, enables him to turn his bill into cash 
at a satisfactory rate of discount as soon as the goods are shipped; 
while, on the other hand, the importer is enabled to purchase goods 
from an exporter who might otherwise require payment at the time 
the order was given. The letter of credit bridges the “credit gulf’ 
between two people who would otherwise have no means of ensuring 
that the other would carry out the engagements entered into, while 
at the same time it gives rise to a bill of exchange bearing the signa- 
ture of a well-known bank. 


NON-COMMERCIAL CREDITS 

The various credits described above are what are known as commercial 
credits, since their object is to assist international trade. There are 
other types of credit, the object of which is to enable travellers in 
foreign countries to avoid the risk of carrying large sums of money 
about with them. 

TRAVELLERS LETTERS OF CREDIT. A traveller’s letter of credit consists 
of a request by the issuing bank to its agents and correspondents 
abroad to cash on demand any drafts drawn by the holder on the 
issuing bank up to a stipulated amount during a specified period. 
Travellers’ L/C’s take three forms: 

(a) Circular or World-Wide Letters of Credit, which are available with 
any of the bank’s agents and correspondents. 

{b) Limited Letters of Credit, which are addressed only to certain of 
the bank’s agents and correspondents. 

{c) Travellers Commercial Letters of Credit, which are issued to enable 
the holder to purchase goods at various points. As a rule, drafts 
drawn under this type of credit must be accompanied by speci- 
fied shipping documents. 

In ordCT that the agents and correspondents of the issuing bank 
may e a e to identify the traveller, he is furnished with a letter of 
indication, containing his specimen signature, which he must pro- 
duce when he desires to cash a draft. 

travellers’ CHEQUES. These are drafts drawn by the holder on the 
issuing bank for round sums in sterling, and encashable by the bank’s 
agents and correspondents abroad at the current rate of exchange. 
The holder signs the cheques in the presence of the issuing bank, and 
IS required to endorse them when they are cashed. The cashing 
banker is thus enabled to compare the two sig'natures 
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CIRCULAR NOTES. Thcsc documcnts are similar to travellers’ cheques, 
but bear on the front a request to the bank’s agents and correspond- 
ents to hand the holder cash for the stipulated amount. On the back 
is a form of cheque to be drawn by the holder on the issuing bank. 

CIRCULAR CHEQUES. These are issued by banks to their agents and 
correspondents abroad, for sale by the latter to customers visiting the 
country of the issuing bank. They resemble cheques in form, and are 
drawn on the issuing bank by its correspondents, who, when selling 
these cheques, fill them in for the amount required by the customer. 

In the case of the non-commercial credits enumerated above, it is 
necessary to comply with any exchange-control regulations governing 
the amount of money a traveller is permitted to take out of the 
United Kingdom. 


CREDIT CARDS 

These differ from cheque cards (see page 474). A cheque card guar- 
antees payment of a cheque whereas a credit card guarantees pay- 
ment against a sales voucher signed by the cardholder. Each credit 
card has a specimen signature of the holder and is embossed by the 
issuing bank with the holder’s name and number. The cardholder 
gives his card to one who supplies him with goods and services, the 
supplier having agreed to join the scheme. The card is placed in an 
imprinter machine which records the holder’s name and number on 
a sales voucher bearing particulars of the transaction. The holder 
signs the voucher and his signature is compared with that on the 
card. At the end of the month the cardholder must remit his cheque 
for the full amount involved. Some 6 million cards were in use in 
1978-9 in Britain. 

Credit cards obviate the need to carry large amounts of cash in 
case suppliers refuse to accept their cheques and also the holder 
enjoys a period of free credit. There is the danger that holders might 
overspend and some object to the paper work involved. Cheque cards 
where payment is guaranteed by a bank are then preferred. 

It should be noted that it is now common practice for some banks 
not to issue cheque cards or credit cards until it has been established 
that the new customer is a person of responsibility and integrity and 
that he is ready to provide the bank with security beyond the total 
risk involved. 
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CHAPTER THIRTY-EIGHT 

The London Money Market 


The London Money Market comprises the numerous banks, bro- 
kers, discount houses and merchant banks in the City of London, 
who trade in money and credit. The Money Market is really a 
“market within a market” for it is a part of the English Capital 
Market which includes the whole of the specialised and centralised 
machinery for facilitating the transfer of capital from those who wish 
to invest to those ^vho wish to borrow. The Mooney Adarket proper is 
concerned mainly with short and medium term borrowing and lending. 


MEMBERS OF THE MONEY MARKET 


The Bank of England is the pivot of the Money Market and as the 
central bank it can exert a great influence on the monetary condi- 
tion on the market and in the country generally. It is “a 

lender of last resort’ , always ready to lend to the market at a price, 
and IS thus a stand-by in case of emergency. (The functions of the 
Bank are outhned in Chapter 35.) 


THE PRINCIPAL LENDERS are the clearing banks. The funds they lend 
are tea ance o the deposits made with them by their customers 
that remains after adequate provision has been made for meeting 
emands for cash and for loans, investments, etc. The banks lend for 
short penods, frequently overnight, at low rates of interest. Other 
enders are Commonwealth and foreign banks and finance houses. 


HE PRINCIPAL BORROWERS. In the public sector of the economy, the 
Government borrows heavily against Treasury Bills to meet current 
expenditure m anticipation of tax revenues, or to finance budget 
e cits, and local authonties and public corporations borrow to fin- 
nce current spending, pending receipts from rates and from the sale 
ol goods and ser\aces. 

In the pri\ ate sector industrial and commercial firms borrow from 
e mar 'e or t e temporary' financing of their businesses. The main 
borrower are bill brokers, discount houses (who use the borrowed 
unds to discount bills), accepting houses and stock exchange brokers 
anjf^operators (who employ the funds for facilitating dealings in secu- 
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TREASURY BILLS 

The issue of Treasury Bills is carried out by the Bank of England on 
behalf of the Treasury, and provides the Government with a useful 
method of borrowing for short periods. Treasury Bills are also avail- 
able “on tap”, that is. Government Departments take as many as 
they like at a nominal rate. The Bills are payable in ninety-one days 
or sometimes in sixty-three days and are available for weekly tender 
to the discount market, which makes a syndicated offer for the 
amount offered for tender. The offer price is lower than the maturity 
price and the difference between the two prices is the ruling rate of 
interest at which the market is prepared to make short-term loans to 
the Government; it is known as the Treasury Bill rate. 

THE DISCOUNT MARKET 

This Market comprises those firms which form the London Discount 
Market Association, a few smaller firms, money traders and the “eligible 
brokers”, authorised by the Bank of England to borrow and lend 
government stock. 

The term “Discount Market” is really a general one embracing all 
those whose chief business consists in dealing in sterling bills. The 
chief of these is the bill-broker. Originally, the function of the broker 
was to act as a go-between, but nowadays the bill-broker, pure and 
simple, is almost defunct. There are still, however, a few such bro- 
kers, known as “running brokers”, who keep in touch with those 
having bills to sell {i.e., merchants, accepting houses and foreign 
banks) and those who want to buy {i.e., principally banks and dis- 
count Bouses) . They arrange the sale of bills between the two parties 
and receive a brokerage for their services. 

The more common type of bill-broker is the retailer dealer in bills, 
who buys bills outright but seldom holds them until maturity, selling 
them whenever he can make a profit through a change in discount 
rates. His specialised knowledge of bills enables him to differentiate 
very finely between the standing of the parties and ako between bills 
maturing at various dates; he pays less for bills maturing at unfavour- 
able times and more for those falling due at periods when monetary 
stringency is expected. This type of broker finances himself to some 
extent with his own funds, but principally with funds borrowed from 
the banks, who lend him money “at call” or “at short notice against 
the security of parcels of first-class bills or gilt-edged securities. 

One of the services performed by brokers is that of sorting and 
“grading” bills. They buy miscellaneous bills and sort them into 
bundles containing bills of similar maturities {i.e., due ates) ut o 
mixed names (so that there is not a preponderance of bills accepted or 
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endorsed by any single party). Bundles thus made up are readily 
saleable to the banks and other market dealers. Though the banks 
always satisfy themselves respecting the standing of the parties, the 
endorsement of the broker adds security to the bills he sells. 

Bill brokers perform a valuable service to business men by enabling 
them to convert future credits into present money. They provide the 
banks with short-term assets that are eligible for inclusion in their 
minimum reserve requirements and they give firms with surplus cash 
a profitable short-term investment. 

DEVELOPMENT OF THE “PARALLEL MARKETS” 

The decline in the use of internal bills, at one time the main constitu- 
ent of the business of bill brokers, led to an increase in their business 
in foreign bills, but with the decline in world trade, this business, too, 
declined. With the restriction in the circulation of commercial bills — 
the money market’s long-established source of finance — a number of 
“secondary” or “parallel” markets grew up. Development of these 
new, secondary markets has been so rapid that the amount of short- 
term funds forming the dealings therein is greater than the amount 
dealt with in the established discount markets. Five such “parallel 
markets” are mentioned below. 

(fl) The sterling interbank market. This is the largest of the new, “par- 
allel markets” and involves over two hundred listed banks, i.e., 
clearing banks and their affiliates, Scottish and Northern Ire- 
land banks, merchant banks, Commonwealth banks having 
branches in the U.K. and others. Operations are based on 
placing money on deposit with one another on an unsecured 
basis for periods ranging from overnight to five years or more. 
This presents a highly-convenient alternative to the adjust- 
ment of liquidity requirements by traditional arrangements. 
The market exists, essentially, to provide banks with profitable 
methods of placing sterling deposits offered to them without 
much notice when they have little immediate need for them; 
additionally, it provides the banks with an accessible source of 
cash which can be drawn on for financing loans to cus- 
tomers. 

[b] The market for sterling certificates of deposit {C.D.). A sterling cer- 
tificate of deposit is a negotiable instrument which certifies 
diat a sum of money has been deposited with the bank which 
issues the C.D., at a fixed rate of interest and that the deposit 
will be repaid by the bank, on the stated maturity date, with 
interest. Discount houses and banks, industrial companies and 
other financial institutions are the principal buyers. The C.D.s 
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provide a useful method of raising a large volume of funds at a 
fixed rate of interest for periods which suit their buyers’ needs; 
their advantage is that the money deposited for a sterling C.D. 
cannot be withdrawn before the date of maturity. C.D.s are 
bought and sold freely in the secondary market which has 
grown up around the London Discount Market Association 
members, money traders and others. 

(c) The finance-houses deposit market. This market is based on the 
clearing banks who have an interest in specialist hire-purchase 
finance companies, and some merchant banks. Bills of ex- 
change are issued by finance houses and presented to accept- 
ance houses, so that the security and marketability of the bills 
are increased. The accepted bills (“accommodation bills”) 
may be bought by discount houses at face value, less a dis- 
count. 

{d) The local authority market. A local authority may be described as 
a public body authorised to levy taxes, e.g., rates on local re- 
sidents; its borrowing is secured on its rates and revenues. 
Local authority borrowing is based on: temporary loans, bank 
overdrafts, bonds, stock issues, mortgage loans and bills, which 
may be issued for periods of up to 12 months. The market is 
concerned with the provision of funds for local authorities for 
periods of less than 12 months; it has become a valuable col- 
lecting-point for short-term investment. 

(e) The Euro-currency market. (This market is also known as the 
“Eurodollar market”.) Euro-currency deposits are made with 
banks and denominated in a currency other than the national 
currency of the countries in which the banks are located. 
Thus, the term “Eurodollars” could be applied to the case of 
an oil exporter in an Arab state who receives dollars from an 
American oil importing company and deposits them with a 
bank located in London. The dollars then become available 
for loans made by that bank. Deposits of this nature come 
largely from central banks, multinational firms, oil exporting 
states and private holders of currency. There is now an ex- 
tensive and active market, centred on London’s highly-expert 
financial institutions, based on lending and relending these 
currencies for periods of up to three months. Borrowers in- 
clude, for example, companies engaged in the finance of 
foreign trade. (The market also provides longer-term loans for 
important capital projects in many countries.) 
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BANK OF ENGLAND CONTROL OF THE MONEY MARKET 

The Bank of England’s control of the money market rests upon th 
fact that the discount houses work to a large extent with borrowei 
money. If the Bank considers it necessary to curtail activity in th 
market, it takes steps to reduce the volume of money. Since 197 
there has been an informal understanding that the London Discoun 
Market Association will bid for the weekly issue of Treasury Bills. A 
the discount houses work with funds borrowed from the commercia 
banks, if the supply of money is reduced they might not be able t( 
borrow enough from the banks to take up the entire Treasury Bil 
issue. They must then go to the Bank of England which as lender 0 
last resort will make funds available but it will do so at its own rat 
and this will be above its minimum lending rate. The discount house 
in these circumstances would be involved in losses; hence they try t( 
avoid being “forced into the Bank”. When there are signs of tightei 
money conditions, the discount houses raise their discount rates t( 
customers and so induce a reduction in the demand for discount faci- 
lities. 


INTERNATIONAL ASPECTS OF THE MONEY MARKET 

For generations London has been the leading monetary centre of the 
world and as a result there are many sections of the money market 
which have ramifications in all parts of the world. 

ACCEPTING HOUSES. The function of these is to guarantee the due pay- 
ment of debts, in return for a small commission, by accepting bills 
which are drawn upon them by the sellers of goods, instead of the 
sellers drawing direct upon the buyers. If a French merchant, 
Lebrun, wishes to sell goods to Brown in Britain, but knows little of 
Bro\yn s financial position, Lebrun may request Brown to open a 
credit with a bank or accepting house in London. If this is done, 
ebrun, instead of drawing his bill on Brown, will draw it on the 
bank or accepting house, by whom the bill is accepted on the 
strength of Brown’s promise to provide the necessary funds before the 
bi matures. The advantages reaped by Lebrun are that he is prac- 
tica y re leved of all anxiety as to the due payment for the goods he 
has sold and that he has no difficulty in selling his bill because the 
accepting houses have such a reputation for soundness and stability 
that bills drawn under credits opened by them can be negotiated 
without difficulty almost anywhere in the world. 

The same principle holds good in the case of exports from Britain. 
A British exporter. Smith, may know little of the standing of a foreign 
purchaser, but if a bank or accepting house will open a credit in his 
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favour at the request of the foreign importer, Smith can proceed in 
safety with the shipment of the goods. 

There has been an ever-growing tendency on the part of overseas 
banks and British commercial banks to enter into the acceptance 
business. This movement has been accelerated by the opening by the 
commercial banks of branches on the Continent and by the establish- 
ment of connections with foreign banks. The commercial banks have 
captured the greater part of the acceptance business on behalf of 
British firms and have also acquired a large share of the business with 
certain leading financial centres such as New York, Paris and 
Zurich. 
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CHAPTER THIRTY-NINE 

The Capital Market 


Capital is required by a business for three purposes — to enable it to 
begin operations, to help it to carry on its transactions and to assist it 
to expand. These requirements are met by the Capital Market, which 
may be considered as consisting of an inner and an outer ring. 


THE INNER CAPITAL MARKET 

This market includes the market for new securities — comprising merchant 
banks, finance companies, issuing houses, company promoters, 
underwriters and brokers — and the market for invested capital, i.e., the 
stock exchange. The function of this market is to facilitate the flow of 
capital from those who have it to those who need it. The market for 
new securities directs the demand for new capital by expressing it in 
the form of securities adapted both in amount and the degree of risk 
to appeal to a widespread investing public. Underwriters may guar- 
antee the subscription of the whole or part of an issue; brokers of 
repute lend their names to prospectuses and open up a market among 
their clients; bankers receive subscriptions and in return issue secur- 
ities; while the issuing houses carry out publicity in connection with 
the issue. 

The work of the market for invested capital, i.e., issued securities — 
the stock exchange is an important adjunct to the function of obtain- 
ing supplies of new capital from the public. This purpose it serves by 
providmg facilities by which securities, when purchased, may readily 
e exc anged^ among the people who hold them. The organisation of 
t e inner capital rnarket as a whole enables an immense aggregate of 
sma capital holdings to be collected from a wide range of investors 
an p aced at the disposal of municipalities, industrial concerns and 
commercial enterprises of all kinds. 


THE OUTER CAPITAL MARKET 

The outer ring, much less centralised and organised, includes build- 
ing societies, insurance companies, pension funds and others dealing 
m long-term bon-owing and lending. The inner market plays such a 
prominent part m linking the demand for capital with its supply that 
the e.xtent to which industr)' is financed through these less defined 
agencies is often overlooked. Professional money lenders make loans 
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of varying amounts to all types of individuals; business men raise 
large sums from building societies and insurance companies on mort- 
gage, while in many industries short-term capital is supplied by the 
system of trade credit through a variety of merchants, dealers and 
middlemen. 

Into this section of the capital market also come the operations of 
Finance for Industry Ltd, the Estates Duties Investment Trust Cor- 
poration (Edith) and the Agricultural Mortage Corporation Ltd. 

THE MARKET FOR NEW SECURITIES 

The foremost institutions in the market for new securities are the 
sixty issuing houses, usually merchant banks, whose business it is to 
arrange for public issues of new shares and stocks in companies, cor- 
porations and governments. The success of a public issue depends 
largely on the reputation of the issuing house which sponsors the issue 
and sometimes such a house may itself take over the whole issue and 
resell to the public at a profit. 

THE ISSUING HOUSES 

One of the main functions of the issuing houses is to offer loans and 
capital issues to the investing public, including issues on behalf of 
overseas undertakings. 

Issuing houses act as pipe-lines between the investing public’s idle 
resources and industry. They examine the merits of the proposed 
issue of capital and then decide whether the issue is warranted by 
the position of the company or other body wishing to raise money, 
whether the security given is good and whether there is a reasonable 
likelihood of the public getting a fair deal. 

The issuing house does not guarantee the issue which it sponsors; 
but it will not sponsor an issue which it considers to be doubtful. In 
preserving its own good name it protects the public, and thereby 
facilitates the rapid and economic transfer of capital. In discharging 
these functions the issuing house achieve greater efficiency from the 
fact that there is a good deal of specialisation among them as to the 
type of issue handled. Some concentrate on domestic issues, others 
specialise in overseas issues; some devote themselves solely to “safe” 
issues and others are connected mainly with issues of the essentially 
speculative type. 

OTHER METHODS OF LONG-TERM FINANCE 

Large well-established companies make issues direct to the public 
without resort to an issuing house and where the issue is small new 
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capital may be raised by a private placing with an institutional investor 
such as an insurance company, through a stockbroker. Private plac- 
ings are usually made by public companies with no stock exchange 
quotation and by private companies. 

Large companies can raise new capital by a rights issue to existing 
shareholders. In this way costs of advertising and the services of an 
issuing house are avoided. Although a public company in need of 
long-term capital will usually have resort to an issue either of shares 
or debentures, by no means all businesses are public companies. The 
private company, the individual trader and the partnership are 
common, and some of the most prosperous concerns are privately 
owned. 

How, then, do these concerns satisfy their capital requirements? In 
the first place, despite the faet that, theoretically, banks lend only 
short-term capital, there is no doubt that in practice many loans by 
banks to private traders are in effect loans of long-term capital and 
not merely of working capital. But to a still greater extent private 
businesses obtain fresh capital from loans arranged with business 
associates; other sources of supply are the building societies and in- 
surance companies. Private traders and partnerships have also open 
to them the possibility of taking other persons into partnership, there- 
by acquiring new blood and new capital. 

Probably the steadiest flow of capital into private concerns is that 
which comes from the reinvestment of profits. This is possible, of course, 
only when profits are sufficient to yield a surplus over and above 
what is required by the proprietors for their own personal needs. A 
parallel procedure, where public companies are concerned, is the 

transfer of part of the profits to “reserves” instead of its distribution 
as dividends. 


INVESTMENT TRUSTS 

The term investment trust ’ is misleading as there is no “trust”, 
nvestment trusts are registered companies; they invite subscriptions 
rom imestors or t eir shares and debentures and apply the funds 
su sen e in a wide selection of investments. Investors in the trust 
t ms obtain the benrfits of diversification, so that a possible loss in one 
Jrection may be offset by a possible gain in another. Generally the 
directors have full power to change investments as they think fit. The 
shares of the more important investment trust companies are quoted 
on he Stock Exchange and can be bought and sold through a stock- 
broker in the ordinary way. The profits of the trust, derived from 
returns on investments, are distributed in the form of dividends to the 
shareholders. Profits from the sale of securities are reinvested. Liqui- 
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dity is the fundamental principle underlying a trust’s investments and 
this is best secured by holding a wide variety of securities, with cer- 
tain exceptions, e.g., trusts of insurance shares. 

Investment trusts are connected with certain merchant bankers 
with whom they often have interlocking financial interests. They 
have a stabilising influence on the stock exchanges and make the 
liquid funds they hold available to long-term borrowers. 

UNIT TRUSTS 

Unit trusts are like investment trusts in that they give the small in- 
vestor an opportunity to acquire an interest in a wide range of in- 
vestments, but they are constituted in an entirely different way. The 
basis of the arrangement of the unit trust is a trust deed between the 
management company, which will manage the trust, and a trustee 
corporation (usually a bank or an insurance company) through 
which the managers invite subscriptions from the public (the sub- 
scribers becoming unit-holders). The funds subscribed are used to 
buy a portfolio of investments which are held by the trustees on 
behalf of the unitholders. 

Managers have the power to eliminate securities that show 
weakness and to replace them, with the approval of the trustees. 
These unit trusts are known as flexible trusts, most of them spreading 
their investments widely over several markets {e.g., gilt-edged, indus- 
trials, banking, property), but some specialise, e.g., in banking and 
insurance shares and thus secure the benefit of the insurance com- 
panies’ own skill and diversification in investment. The tendency 
towards specialisation has, however, become more marked — one unit 
trust invests more than half its funds in gold-mining shares — thus 
introducing an element of speculation. 

A few unit trusts are quoted on the Stock Exchange. Apart from 
these, investors must either apply when blocks of units are offered by 
the managers for public subscription or they must buy from the 
managers who quote daily buying and selling prices based on the 
market quotations of the underlying securities. 

Only authorised unit trust schemes, i.e., those certified by the De- 
partment of Trade as complying with regulations in the Prevention of 
Fraud {Investments) Act 1958, are allowed to advertise. The regulations 
prescribe a substantial capital requirement for trustees (who must be 
independent of the managers), require the disclosure of the initial and 
annual commissions of the managers, and they also govern the calcu- 
lation of managers’ buying and selling prices. 

There are important differences between investment and unit 
trusts, arising mainly from the fundamental one of constitution. The 
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investment trust has its own capital structure; if it raises part of its 
funds by the issue ofprior stocks — debentures and preference shares — the 
investor in its equity (ordinary) shares gains the benefit of its capital 
gearing but the investor in a unit trust has not this advantage. An- 
other difference is that the unit trust distributes the whole of its 
income half-yearly, but the investment trust follows the pracdce of 
companies of ploughing back part of its profits for expansion and of 
retaining part for the purpose of dividend equalisation; if the man- 
agement is skilled this may be to the long-term advantage of the in- 
vestor. An important difference is that, though in the unit trust con- 
trol by the trustees and by the Department of Trade provides safe- 
guards against serious malpractices, unitholders do not meet and 
have no control over managers, whereas investors in an investment 
trust have the usual powers of shareholders and can exercise their 
powers in general meeting. 

FINANCE COMPANIES 

These organisations, sometimes called finance houses, hire-purchase 
finance companies and industrial banks, finance the hire purchase of 
consumer and capital goods. The bulk of the business is in the hands 
of the 31 members of the Finance Houses Association. Their funds are 
obtained from their own capital (about 20 per cent), deposits of the 
public (about 50 per cent) and the rest from bank loans and bills 
discounted. The clearing banks have a considerable interest in fin- 
ance houses. 

INSTITUTIONAL INVESTORS 

A considerable supply of long-term capital comes from insurance 
companies and pension funds which accumulate funds from regular 
insurance premiums and pension fund contributions. Inflows of funds 
exceed outflows and the surplus is invested in existing securities and 
in new issues. 

THE COMPANY PROMOTER 

The majority of public companies obtain their initial capital through 
the operations of the company promoter. The promotion may be 
carried through by a parent company interested in the formation of 
some subsidiary or allied business, by the vendor of the assets to be 
purchased by the new company or by a financier who specialises in 
the flotation of new companies. The last is the most usual form. It is 
the promoter who attends to the preliminary details necessary before 
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a company can commence business. He induces suitable persons to 
act as brokers to the issue — since the standing of the broker whose name 
appears on the prospectus gives some indication of the soundness of 
the new issue. Not the least of his duties is to make arrangements for 
underwriting. He is in touch with persons who are willing to act as 
guarantors of the success of a public issue, and with them he enters 
into agreements for underwriting the issue of capital or debentures. 

UNDERWRITING NEW ISSUES 

Large issues are almost always underwritten', that is to say, the financial 
houses or promoters concerned in the flotation make arrangements 
with banks, insurance companies or other large investors, each of 
which agrees to be responsible for a certain amount of the issue, so 
that if the whole issue is not subscribed by the public, each under- 
writer will take up and pay for his proportion of the balance. For this 
service the underwriters receive an underwriting commission. 

In some cases underwriters particularly anxious to secure a certain 
amount of the security issued will underwrite firm — that is to say, they 
apply to have the amount allotted to them in full irrespective of the 
amount subscribed by the public. They thus get their commission and 
the stock applied for. 


THE STOCK EXCHANGE 

A stock exchange is a market for the purchase and sale of issued stocks and 
shares. Buyers and sellers within the exchange, and also buyers and 
sellers on different exchanges, are in direct communication with one 
another by telephone, telegraph and cable. The methods of quoting 
shares, of making bargains and of settling transactions are definitely 
fixed and widely known; prices are speedily circulated, extensively 
quoted and easily understood, while the high business standard that 
exists throughout the market is far more effective than the strictest 
legal control for preventing fraud and minimising risks. The stock 
exchanges are perhaps the best organised of all markets. 


THE LONDON STOCK EXCHANGE 

Although there are stock exchanges in the leading provincial cities of 
Britain, the largest and most important in the country' is the London 
Stock Exchange, which was founded at the beginning of the nine- 
teenth century. It has its place of business, or “House’ , in Throgmorton 
Street, London, E.C.2, and is in close touch with other exchanges 
not only in the provinces but also overseas. 
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In point, of fact, the London Stock Exchange is not a single market 
but a collection of markets, for different classes of shares are by 
custom dealt in on different parts of the floor of the House, and the 
dealers in each particular class of shares gather in their own corner to 
do business. Today, 8,400 securities are officially listed on the Stock 
Exchange; of these over 2,600 represent the equity capital of U.K. 
companies. A new market in “traded share options” opened in 1978. 


THE GILT-EDGED MARKET 

An important part of the Exchange is the Gilt-Edged Market, which 
covers dealings in first-class securities such as Government Stocks, of 
the United Kingdom and certain Municipal and Commonwealth 
Stocks. These are considered to be absolutely safe. Government Secu- 
rities account today for around 60 per cent of the nominal value of 
listed securities, and almost 80 per cent of the total value of turn- 
over. 

Movements in the prices of gilt-edged securities may arise from a 
variety of causes. A rise in money-market interest rates will result in a 
fall in the price of gilt-edged securities, thereby levelling up the yield 
from a purchase. Political events, too, are reflected in the gilt-edged 
markets as also are changes in the general outlook. 


CONTROL AND MANAGEMENT 

The London Stock Exchange is a voluntary association of the pro- 
prietors of the Exchange building, who meet there to deal in stocks 
and shares under the rules laid down by the Council of the Stock Ex- 
change, comprising 46 elected members. The Government Broker, 
who represents the Bank of England is a member ex officio. There are 
about four thousand members (belonging to some 276 firms) who, 
together with their clerks, alone may enter the House and deal “on 
the floor”. 

Members may be suspended if they break or fail to comply with 
the rules or are guilty of dishonourable conduct. A member who fails 
to meet his obligations is ^''hammered'^ and posted as a defaulter. “Ham- 
mering” is an ancient custom which consists of an official of the Ex- 
change mounting a rostrum on the floor of the House and tapping 
with a hammer somewhat similar to an auctioneer’s hammer. When 
the attention of members has been obtained, the defaulting member s 
name is announced, together with the fact that he is unable to meet 
his obligations, and the name is afterwards posted on the House 
notice-board. Any losses to the public arising from such failures are 
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made good from a compensation fund under the control of the Stock 
Exchange Council. 

Disputes among members must be referred to the Council for settle- 
ment and members are prohibited from taking legal action against 
one another without the consent of the Council. 

MEMBERSHIP OF THE EXCHANGE 

Membership is strictly regulated and entry is not easy. Members are 
of two classes: 

(1) JOBBERS, who actually buy and sell stocks and shares. By the rules 
of the Exchange, jobbers may do no business direct with the 
public, and deal only with other jobbers and with brokers. They 
make their profits from the difference between the prices at 
which they buy and sell the same stocks and shares. A jobber 
may not enter into partnership with a broker. 

(2) BROKERS, who buy and sell on behalf of members of the public 
and charge a commission (or brokerage), fixed by the rules of the 
Stock Exchange for their services. 

Apart from the jobbers and brokers themselves, who are members 
of the Exchange, transactions are also carried out by persons known 
as Authorised Clerks, who are employees of stockbroking firms, and are 
authorised to make contracts {i.e., to buy and sell) on behalf of their 
employers. These are distinguished from Unauthorised Clerks, who are 
privileged to enter the House to assist their employers, but are not 
authorised to deal for them. 

ELECTION TO MEMBERSHIP. No member may be elected unless he has 
obtained a nomination, either from a retiring member or his estate 
or, in special circumstances, from the Council of the Stock Exchange 
itself Nomination is in itself no guarantee of election. A member 
must be at least 2 1 years of age and must have served at least 3 years 
with a member firm. He may be of any nationality. 

JOBBERS AND BROKERS 

The functions of jobbers and brokers are quite distinct. The broker is 
an intermediary who acts as an agent for his clients, i.e., the public, 
jobbers and other brokers. The jobber is a principal and acts on his 
own behalf. The broker undertakes to buy or to sell stocks and shares 
through a jobber or jobbers. The jobber is peculiar to the London Stock 
Exchange. 

The fact that the jobber is generally ready to quote a double- 
barrelled price for buying or selling any of the securities in which he 
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specialises tends to prevent wild breaks in prices. On other exchanges 
a rush to sell a particular security may result in a fall which is often 
entirely disproportionate to the true fall in value, simply because no 
buyers can be found; similarly, heavy “bulling” (see page 252) in a 
security brings about an exaggerated rise which must be adjusted by 
a subsequent fall. On the London Stock Exchange, however, the 
jobber smooths out these wild fluctuations. If selling is expected in a 
certain security he “marks down” his prices in anticipation, but the 
margin between the selling and buying prices which he offers must 
not be too large, otherwise brokers will look askance at him. It is not 
simply the existence of the jobber which is of such great value, but 
rather the fact that he will make a market in securities by quoting a 
double-barrelled price without knowing whether the inquirer will turn out to 
be a buyer or a seller. Thus, the broker merely asks: “What are Shell?” 
The jobber will reply, for example: “550 to 553p”, implying that he 
will buy at 550p or sell at 553p. The difference between the prices at 
which the jobber buys and sells is known as tht jobber’s turn. 

The jobber fixes his price with reference to ruling market-prices 
and with a view to “keeping his book square”. Sometimes, of course, 
he deliberately takes up a position in a given security, in the hope of 
making a profit from a movement in the price; but usually he fixes 
his price so as to even up his purchases and sales. If he finds he is 
holding too much of a given security he will have to lower his price to 
encourage purchases and discourage further sales. If, on the other 
hand, his position in a certain security becomes “oversold”, he must 
raise his price to encourage brokers to sell to him. In this way the 
jobbers take up the slack on the market by regulating their prices to 
reflect market conditions. Unless a broker discloses the amount of 
stock involved before the jobber quotes, the jobber is not committed 
to deal at the quoted prices in an unusually large amount. 


PROVINCIAL STOCK EXCHANGES AND OUTSIDE BROKERS 

There are stock exchanges in the principal cities of the United King- 
dom and Ireland, and brokers in smaller centres may be members of 
the Provincial Brokers Stock Exchange. These and the London Stock 
Exchange have formed the Federation of Stock Exchanges for the 
purpose of establishing uniform requirements for official quotations 
and other matters. 

There are also firms of stockbrokers who are not members of any 
Stock Exchange. Some of them have big businesses and have a good 
reputation and prefer to remain outside the Stock Exchange, but unless 
they are exempted in some way, they must take out a principal s 
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licence from the Department of Trade under the provisions of the 
Prevention of Fraud {Investments) Act 1958. 

PERMISSION TO DEAL AND OFFICIAL QUOTATION 

Under a London Stock Exchange rule (other Stock Exchanges have 
a similar rule), members are permitted to deal on the Exchange only 
in securities for which an official quotation has been granted, secur- 
ities of local authorities and public boards, securities quoted on cer- 
tain other Exchanges, and bargains for which special permission has 
been obtained from the Council. For most securities, therefore, per- 
mission to deal and official quotation are practically synonymous. 
When an official quotation has been granted, the security is included 
in the Exchange’s Official List. 

Since there is no ready market for unquoted shares, investors 
always see that a company’s prospectus, offering shares for public 
subscription, bears at the head the usual statement, “Application is 
being made to the Council of the Stock Exchange (London) for per- 
mission to deal in and an official quotation for the within-mentioned 
shares.” With the application the company must submit to the Ex- 
change, through its brokers, information about the company, its 
directors and the circumstances of the issue, so that the Exchange can 
ensure that the company is providing all the information necessary to 
enable prospective investors to assess its prospects fairly; that its reg- 
ulations contain nothing unreasonable; that it is complying with cur- 
rent practice in the form of the various documents to be used in 
the issue; and that it will provide all the usual facilities for dealing in 
the shares. The permission when granted relates only to the issue in 
question; a further application must be made for a quotation for 
other shares or debentures. 

In the first instance the company must provide for inspection its 
certificate of incorporation, its certificate to commence business and 
copies of its memorandum and articles of association. To satisfy the 
Exchange the articles must provide that fully-paid shares shall be free 
from lien and from any restriction on transfer; that share certificates 
shall be under seal; that the directors’ powers of borrowing on behalf 
of the company shall be limited to a reasonable amount; that prefer- 
ence shareholders shall have adequate voting power in appropriate 
circumstances; and that appointments of directors made by the board 
to fill casual vacancies shall be only until the next annual general 
meeting when the members may reappoint them or reject them. 

The directors must provide the Exchange with a general undertaking 
on numerous matters, intended mainly to ensure that share dealings 
are facilitated and that proper information is given promptly to 
members and to the Exchange. 
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Proofs of the prospectus and of all documents relating to the issue — 
allotment letters, share certificates, etc. — must be submitted to the Ex- 
change for approval. The reports, contracts, valuations, etc., men- 
tioned in the prospectus must be submitted for inspection. The pro- 
spectus itself must contain information beyond that required to satisfy 
the requirements of the Companies Acts', in particular, the accountants’ 
reports must cover a period of ten years, and the prospectus and 
related documents must be made available for inspection at an ad- 
dress in the City of London for at least fourteen days. 

When the application relates, not to shares being offered to the 
public by prospectus, but, for example, to shares being “placed” with 
brokers’ clients without a prospectus, the Exchange requires an 
advertisement giving similar partieulars to be inserted in two London 
financial papers, so that the information will be available to the in- 
vesting public. 

Applications are considered by the Council’s Committee on Quo- 
tations and are not granted until the prospectus has been in the 
hands of the public, as sometimes useful information respecting the 
company or its directors is communicated to the Exchange in this 
way. Under the Companies Act 1948, the allotment of the shares con- 
cerned becomes void if application is not in fact made to the Ex- 
change or if it is not granted within a certain time-limit. As soon as 
possible after the quotation is granted, a declaration must be made to 
the Exchange that all legal requirements have been observed, that 
purchase of all properties to be purchased out of the proceeds of the 
issue has been completed and the purchase money paid, and par- 
ticulars of the numbers of shares applied for and allotted must be 
given. Until this is done the company’s particulars in the Official List 
are printed in italics. 

By conducting this detailed investigation, the Stock Exchange 
endeavours to protect the investing public by satisfying itself of the 
bona Jides of the company and of the circumstances surrounding the 
issue. From time to time the requirements of the Exchange for 
quotation are strengthened and a quoted company coming to the 
Exchange for quotation of a further issue is required to amplify its 
general undertaking accordingly. When the Exchange considers cir- 
cumstances warrant the step, it suspends or revokes the quotation of a 
stock and dealings cease. 

OFFICIAL LIST 

The prices of shares and debentures of companies which have ob- 
tained an official quotation are published in the Stock Exchange Daily 
Official List every business day at the close of business. The list shows 
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the two prices at which the securities could be bought or sold. In 
another column is given a list of prices at which dealings have taken 
place during the day. The prices appearing in this column are col- 
lated by officials in charge of the marking boards from slips which are 
handed in by brokers and which indicate the prices at which bar- 
gains have been done; such bargains are said to be marked. 

The nominal amount, that is, the face value of a security, is called 
the par value, and, if the price quoted is exactly the face value, the 
security is said to stand at par; if the price is above the face value, it 
stands at a premium, and, if below, at a discount. 

securities; bearer, registered and inscribed 

The securities dealt in on the Stock Exchange may be variously classi- 
fied; they may represent shares in a company or bonds of indebted- 
ness of a company, municipality or nation. In either case the secur- 
ities fall into three broad classes. These are; 

(1) bearer securities (bearer bonds, bearer stock, share warrants to 
bearer), the property in which passes with mere physical possess- 
ion, and transfer of which on sale is effected by mere delivery. 

(2) registered securities, which are the property of the persons 
entered as owners in the register of the issuing body. The owner 
of registered stock or shares receives a certificate made out in his 
name, stating that he is the owner of such and such stock or 
shares, the nominal value being given as well as the numbers of 
the shares. When an owner of registered securities sells them, he 
signs a document known as a slock transfer form, and this, with the 
share certificate, is passed to the buyer or his broker; particulars 
of the buyer are inserted and both documents are lodged at the 
office of the issuing body so that the necessary alterations may be 
made in the register. Then the old certificate is cancelled, and a 
new one made out to the purchaser. 

(3) inscribed securities, for which no certificate of any kind is 
issued. The names of the owners of such stock are inscribed in 
registers kept, usually, at a bank, frequently the Bank of Eng- 
land. When such stock is sold, the seller attends personally at 
the bank to sign a transfer and must be accompanied by a 
member of the Stock Exchange to identify him. If the seller 
cannot attend, he must give a legal power of attorney to some 
other person to take his place. Very few stocks are now in this 
form. 
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PRICES OF STOCKS AND SHARES 

The prices of stocks and shares fluctuate widely. The causes of fluc- 
tuations are varied but they can be grouped under four headings: 

Specific — the prevailing market view of the prospects of a particular 
company or industry; 

Economic — inflation, production trends, monetary conditions, the bal- 
ance of payments position, company results in general; 

Political — legislation affecting commerce and industry (actual or pro- 
posed), budgetary problems; 

International — national policies affecting trade, instability in a major 
country. 

Share prices are usually an index of investors’ confidence rather 
than an estimate of the net worth of a company. Short-term fluctua- 
tions can occur for technical reasons, e.g., profit-taking or adjustment 
of positions before settlement (see below). As the amount companies 
can pay in dividends is limited by their profits, share prices will tend 
to fall in times of high interest rates for the same reason that fixed- 
interest securities will. If only a small quantity of business is being 
transacted in the market, a buying or selling order will have a more 
marked effect on prices than on a day when trading is brisk. 

MARKET PRICES are the prices at which the shares have been bought 
and sold “on ’Change”. These prices are published each day in the 
Stock Exchange Lists, and reproduced in some daily papers. 

STREET PRICES are those prices at which stocks and shares are bought 
and sold in Throgmorton Street outside the House, i.e., in the so- 
called “Street Market”, where, at busy times, buying and selling 
may go on after the Exchange is closed. 

TAPE PRICES. The Exchange Telegraph Company installs and oper- 
ates in the offices of subscribers a machine which reproduces on tape 
current news messages sent out from its headquarters, and this 
method is widely used for sending out particulars of Stock Exchange 
prices throughout the day as deals take place. 

Priees quoted on the London Stock Exchange nearly always in- 
clude all accrued interest or dividend on the securities concerned. 
Thus, although securities may be bought only a short time before a 
half-year’s interest is due, the purchaser will be entitled to receive the 
whole of that half-year’s interest from the company (or Government, 
etc.). A short time before interest is due (generally about a fortnight), 
a company will close its books to any further transfers of its securities 
until the interest has been paid. Consequently, a buyer at this time 
will not be registered as owner, and the company will pay the 
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interest to the seller. The buyer must, therefore, see that his stock- 
broker obtains payment of the interest from the seller and hands it 
over to him (the buyer). In such circumstances the purchaser is said 
to buy the security cum dividend, or, shortly, cum div. 

A few days after the closing of the books, however, on a day fixed 
by the rules of the Exchange and varying with the type of security, 
prices of the security are quoted ex dividend {ex div. or x d.), and the 
buyer is then not entitled to the interest or dividend, which remains 
the property of the seller. 

The prices of some short-dated Government securities and Treas- 
ury Bills are often quoted firm or clean — that is to say, the buyer has to 
pay, in addition to the quoted price, the proportion of interest 
accrued to date since the last interest payment. In America and Con- 
tinental countries prices of fixed-interest-bearing stocks are generally 
quoted firm, but this does not apply to ordinary stocks and shares on 
which the dividends may vary. 

Besides the interest or dividend, companies requiring additional 
capital may give their shareholders the right to take up other shares 
within a certain period at a certain price somewhat below market 
price. This right is valuable and can be sold separately from the 
shares; the shares are either sold with the rights {i.e., cum rights) or 
they are sold ex rights. 

Where shares are sold "ex alV' the buyer obtains no rights other 
than to the shares themselves, and any claim to dividends or rights 
attaching to the shares remains vested in the seller. The price of shares 
is quoted as so much per share, whilst stock is quoted as so much per 
fiioo of stock. 

DEALINGS “for CASH” AND “FOR THE ACCOUNT” 

Dealings on the Stock Exchange may be either "for Cash” or 'for 
Account”. The only difference between the two classes is that in the 
former case actual delivery of the securities and payment for them 
takes place as soon as possible after the deal has been concluded, 
whereas deals on the latter basis are not settled until the arrival of the 
next Account Day. Dealings in Government securities are for cash 
and dealings for stocks and shares of companies are for the account. 


THE SETTLEMENT 

A “Settlement” takes place once a fortnight (or once ever)' three 
weeks in certain cases) and is spread over one week and t\vn days, 
from the Monday of one week to the Tuesday of the nexL Contango 
Day, the first day, is that on which the parties to a transacnon decide 
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whether the bargain should be completed or held over till the next 
settlement. The latter course is taken in cases where it is not desired 
to pay over the money or to deliver the securities immediately. The 
charge for the privilege of postponement, which usually has to be 
paid by a buyer unable to hand over the necessary money, is called 
Contango', in some cases, however, an allowance known as Backward- 
ation might be paid to buyers carrying over, the allowance being 
charged to sellers failing to deliver. 

Tuesday is Making-up Day, on which the Stock Exchange fixes 
making-up prices, i.e., the prices at which shares are to be carried 
forward. 

The third day of the settlement is known as Ticket or Name Day, 
when tickets which used to show the buyers’ names are handed over 
by buying brokers to selling brokers, so that transfers can be made 
out. 

The fourth and fifth days of the settlement are known as First and 
Second Intermediate Day, when documents are prepared for the com- 
pletion of the transactions. The Third Intermediate Day is the second 
Monday of the settlement. 

Settlement Day or Account Day is the last day when payments are 
finally made either for completing transactions dr for carrying over 
bargains to the next settlement. 

Buyers and sellers (including the public) can continue [i.e., carry- 
over) their bargains from account to account at rates of interest char- 
ged or offered by the market. Brokers may do contango business only 
with jobbers (and not with each other). Continuation positions must 
be disclosed by jobbers to the Council half-yearly. 


HOW SECURITIES ARE BOUGHT AND SOLD 

When a broker receives an order to purchase, say, ^ i ,000 of X Stock, 
he asks a jobber who deals in that class of security to “make a price” 
for the stock in question, without indicating whether he wishes to sell 
or buy. The dealer informs the broker that the price “is called” (say) 
10 1— 102, i.e., that he will buy the stock at loi and will sell at 102. 

The first price quoted will usually be too wide, i.e., the margin 
between buying and selling prices will be too great, and the broker 
will ask for a closer price, until finally a price is agreed at which the 
jobber will sell and the broker will buy. When this stage is reached, 
possibly when the price has narrowed to ioi|— loif, the broker will 
close with the jobber and indicate that he is a buyer. No written 
contract passes at the time between the broker and the jobber, the 
transaction being merely entered in a dealing or jobbing book. The 
broker may, however, wish to have the transaction “marked”, in 
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which case particulars of the transaction are written on a slip which 
is placed in a box and the details later posted on a board and pub- 
lished in either the Official or the Supplementary List issued on the 
following day. 

The broker’s clerks enter the transaction in a journal or Day Book, 
and a Contract Note is made out bearing the date, the name and ad- 
dress of the broker, the particulars of the stock, amount and price 
agreed upon, the commission (brokerage) charged by the broker, the 
amount of the contract stamp, the amount of the transfer duty and 
the registration fee payable to the company for registering the trans- 
fer. This contract note is sent to the client. The bargain is checked 
next morning by the broker’s and jobber’s clerks who confirm to each 
other particulars of the deal. 

When the Settlement arrives the broker passes to the jobber, on 
Ticket Day or Name Day, a ticket showing his own name as im- 
mediate payer for the stock. The jobber might have bought the stock 
during the account through a selhng broker. The ticket arrives finally 
in the hands of the selling broker, who makes out a form of transfer, 
has it signed by the seller, and passes it, with the certificate of the 
stock, direct to the buying broker, who pays for the stock, enters his 
client’s particulars on the transfer, and registers the transfer with the 
company, which, in due course, forwards a new certificate in the 
name of the buyer. 

SHARE TRANSFERS 

Mention has been made of the share transfer which must be prepared 
and forwarded to a company when any of its shares are being trans- 
ferred. The Stock Transfer Act 1963, introduced a simple form of trans- 
fer to replace the old “Common Form” of Transfer that was com- 
pulsory for companies desiring an Official Quotation. The Stock 
Transfer Form must be accepted by the registrars of virtually all 
Government, municipal and paid-up registered company stocks and 
shares. Exceptions are Government securities issued by the Post 
Office [i.e., those on the Post Office Register and National Savings 
Certificates), building society securities, and companies whose lia- 
bility is either unlimited or limited by guarantee. The requirement 
overrides any stipulation in the articles or governing regulations of 
the body concerned. 


SPECULATION ON THE STOCK EXCHANGE 

Transactions on the Stock Exchange are not confined to purchases 
and sales of securities for investment purposes. Many deals are purely 
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speculative in character, the dealers having no intention of taking or 
making delivery. 

BULLS are speculators who buy stock in the hope of a rise. For ex- 
ample, Brown, a bull in Industrials, may buy Central Aeroplane 
Shares at £ i because he expects a rise in their price. The contract is 
duly made, but no money passes till settlement day. If in the mean- 
time the market quotation rises to Brown can either take up 

his shares by paying for them with a view to holding them for a 
further rise, or he can sell out and take his profit. 

BEARS are speculators who sell stock in the hope of a fall in price. If 
the fall takes place, they can then buy in more cheaply than they sold 
and thus make a profit on the combined deals. 

Naturally, both bull and bear are sometimes wrong in their fore- 
casts and they find that prices move against them, i.e., they go down 
for the bull or up for the bear. In such a case they may find it 
necessary to “carry over” their bargains till next settlement day. 

When a bull carries over, he gets the jobber from whom he bought 
the stock to hold it till next settlement day. Suppose he bought a 
certain stock which, instead of rising, falls; he will then have to pay 
the jobber the difference between the purchase and ruling price and 
contango, i.e., the charge for carrying over the purchase of the shares 
to the next Account. 

A similar thing happens when a bear carries over, but the pro- 
cedure is, of course, in the opposite direction. This charge is called 
backwardation. 

OPTION DEALING is another form of Stock Exchange speculation. 
Options are right sto buy or to sell within a stated period a definite 
amount of a specified security at a price fixed when purchasing the 
option, known as the “striking price”. A “put” option is a right to 
sell; a “call” option is a right to buy; a double or “put and call” 
option is a right to buy or sell as decided by the option-holder when 
the time arrives. An option-holder does not have to exercise his 
option; if he does not do so, it lapses. Under the rules of the Stock 
Exchange the option can be exercised on one day only (the “declara- 
tion day”) in each account and the maximum period for an option is 
three months. Though they are used for speculation, options can be 
used to limit the amount an investor must pay for a security he 
intends to buy. He purchases a call option and if the price of the 
security rises more than the cost of the option, he exercises the latter. 
If the price falls, he purchases on the market and abandons his 
option. 

A STAG is a speculator who subscribes to a new issue with no intention 
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of retaining any shares or stock allotted to him, but in the hope that 
it will be over-subscribed and rise to a premium so that he can sell 
out at a profit before he has to pay up the remaining instalments. 


yields; times covered; p/e ratio 

The annual return from an investment (by way of dividend or 
interest) expressed as a percentage of its market price or cost is 
known as the. yield. (As the purchaser pays brokerage and contract 
stamp duty and, in the case of a company’s shares, transfer stamp 
duty, these expenses should be included in the cost but for normal 
purposes of comparison of yields from different investments this is not 
done.) This is the fiat yield or gross running yield-, if income tax at the 
standard rate is deducted the result is known as the net running yield. 

Fixed interest stocks are often redeemable at fixed dates at par or 
at some near figure, i.e., 102, whilst the stock may have been pur- 
chased at say go; a profit (or loss) on redemption would increase (or 
decrease) the yield over the intervening years and the annual yield 
per cent so adjusted is known as the gross (or net) redemption yield. 
Turning to equity stocks such as ordinary shares, the dividend, ex- 
pressed as a percentage of the cost or market price, is known as the 
dividend yield. But an important consideration is the extent to which 
the dividend has been covered by the “earnings” for the year. 

The term “earnings”, in this sense, means the gross profit of the 
company less corporation tax at an assumed rate (say 40 per cent) 
less the gross amount required to pay any preference dividend. So if a 
company has a capital of 80,000 ordinary shares oh£i each and 30,000 
6 per cent preference shares of;^i each, and has a profit after provid- 
ing for corporation tax of £2 1,800, this will permit the payment of the 
preference dividend (which will absorb ;/)i,8oo) and leave ;/)20,ooo 
“earned for ordinarf or '‘earnings”. This would permit a dividend of 25 
per cent or £0-2^ per share, but assuming a dividend of 12J per 
cent is paid, the “times covered^' figure is 2-0. If the market price of 

the shares is the dividend yield is — “ x 100 = - ^ =4! 

per cent whilst the earnings yield is twdee this rate. 

The ratio of the market price {££) to the earnings yield {£0-2 f is 
known as the price jeamings or PjE ratio (in this case 12-0). It ex- 
presses the market price of the share as the number of years purchase 
of current earnings. The P/E ratio is widely used as a method of 
comparing the “dearness” of different shares. 
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CHAPTER FORTY 

The Foreign Exchanges 


The Foreign Exchange Market provides the machinery for the settle- 
ment of international, as distinct from national debts. The settlement 
of international indebtedness is, however, complicated by the fact 
that different nations have different units of money and that conse- 
quently it is necessary to establish a ratio or rate of exchange be- 
tween the different units so that a sum payable in one country’s cur- 
rency can be satisfactorily translated into the currency of another 
country. 

The London Foreign Exchange Market has no central venue. It 
comprises two classes of persons — dealers and brokers — who conduct 
their business from various offices in the City. 

The dealers are mainly the operators in the foreign exchange de- 
partments of the banks through which all dealings with the public 
take place. There are also several firms of foreign exchange dealers in 
the City. The dealers do not usually transact business with one an- 
other direct; nearly all market deals are carried out through the 
intermediary of various firms of brokers, who charge a small brokerage 
for their services. Each of these brokers specialises in one group of 
currencies. 


HOW INTERNATIONAL INDEBTEDNESS IS DISCHARGED 

Bills of exchange enable debts due from one country to another to be 
settled without any transfer of coin or bullion. There are, in general, 
two ways in which they may be used: 

(a) The creditor may draw a bill on his debtor and either sell it to 
his bank for its face value less discount or hand it to his bank 
with instructions to present it for payment and collect the pro- 
ceeds. 

(b) The debtor may buy a bill payable in the currency of the 
creditor — usually a cheque or sight-draft drawn on a bank in the 
creditor’s country — and remit it to the latter in settlement. 

Thus, a debt due from France to Britain may be settled by the 
French bank through its branch or agent either by a sale of francs in 
London or by a purchase of sterling in Paris. 
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THE BASIS OF EXCHANGE RATES 

As in the case of any other commodity, the value of one foreign 
currency in terms of another {i.e., the rate of exchange) is deter- 
mined, apart from Government controls, by demand and supply. 

The Purchasing Power Parity Theory seeks to show that the factors 
affecting demand and supply so adjust themselves that the exchange 
rates tend to rest at what is known as purchasing power parity. Accord- 
ing to this theory, if a representative block of goods costal in England 
and g-oo francs in France, the purchasing power parity between 
French and English currency is g-oo francs per £, and the rate of 
exchange will tend to rest at this figure. However the theory has been 
severely criticised because it is not possible to set up a representative 
block of goods, and political and other factors interfere with the 
direct comparison of prices. 

To maintain the equilibrium of the official exchange rate, the cen- 
tral authority controls the supply of foreign exchange directly, by 
insisting that currency dealings shall be transacted only by authorised 
agents for the central bank, and indirectly, by regulating imports, thus 
limiting the domestic demand for foreign exchange in respect of lia- 
bilities incurred abroad. Control is also exercised over the export of 
capital and exports are encouraged to increase the amount of foreign 
currency earned. 

It is a major objective of Governments in countries with officially 
fixed exchange rates, i.e., rates not free to fluctuate because of 
Government control, to maintain conditions whereby claims by and 
against their nations vis-a-vis foreigners tend to balance at the pre- 
vailing rates. This entails constant interference with the free working 
of the economy. 

DEVALUATION 

This is a lowering of the value of the currency in terms of other 
currencies. It might be undertaken in order to correct a disequili- 
brium in the balance of payments, thereby stimulating exports 
(which become cheaper to other countries) and discouraging imports 
(which become dearer to the devaluing country). In this way a bal- 
ance of payments deficit can be wiped out or reduced. 

When a currency is valued at a higher value than is justified by the 
difference between its internal and external values, it is said to be 
overvalued on the exchange market while other currencies are under- 
valued in terms of that currency. When a currency is overv-alued m 
exports tend to fall and its imports to increase and when a currency is 
undervalued, its exports tend to increase and its imports to de- 


crease. 



5i6 


Commerce: Its Theory and Practice 


Sterling Devaluation. This took place in September, 1949, when the 
pound sterling had become overvalued in terms of the U.S. dollar. 
Falling exports, du$ tp a large extent to high sterling prices, and 
rising imports resulted, in an ever-increasing dollar shortage and a 
severe drain on British gold reserves and to remedy the posidon the 
£ was devalued from 4-03 to 2-80 dollars, and again in November, 
1967 to 2-40 dollars. 

The pound again came under severe pressure and from 1972 offi- 
cial control of the rate* of exchange ended. The pound was allowed to 
“float” and market conditions allowed to determine the rate of ex- 
change. 

OFFICIAL EXCHANGE RATES 

When the gold standard operated rates of exchange were determined 
by the comparative gold equivalents of two currencies. Official rates 
of exchange are sometimes expressed in terms of the U.S. dollar and 
lodged with the International Monetary Fund, member countries of 
the Fund undertaking to maintain their rates within specified limits 
(see page 522). Today, however, the practice is to measure sterling’s 
exchange value not with reference to the U.S. dollar, but to an aver- 
age of selected major currencies. Balance of payments difficulties 
have resulted in several countries allowing their currencies to fluc- 
tuate freely in the foreign exchange market, according to demand 
and supply influences. 

METHODS OF TRANSFERRING FUNDS ABROAD 

There are several methods of transferring funds from one financial 
centre to another. The principal characteristics of the most important 
of these are briefly described below. (It should be stated that the 
rates of exchange applied to the different types of credit remittance 
vary chiefly according to the facility they offer for obtaining pay- 
ment.) 

BILLS OF EXCHANGE. This term covers bills drawn on demand or at sight 
[short bills), bills at term [long bills), cheques and bankers’ drafts. 

CABLE TRANSFERS OR TELEGRAPHIC TRANSFERS. These are a most 
important form of remittance, but, as their use requires an elaborate 
system of authenticating telegrams or 'cables (there being no signa- 
tures to verify), they are, in practice, confined to the members 
(mostly banks) of the various exchange markets of the world and to 
the largest commercial concerns. As their name implies, they are a 
type of “order to pay” expressed in telegraphic form instead of in the 
form of a bill or cheque. 
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MAIL TRANSFERS. The Mail Transfer is a form of remittance designed 
to economise the drawing of cheques or drafts by banks on one an- 
other, and to obviate the risk that the funds may fall into wrong 
hands. It can be classed as a mailed form of telegraphic transfer, 
embodying instructions to a bank overseas to make a payment to a 
named payee and is used mainly between first-class institutions where 
the payment to the named third party can be effected by a credit to 
account or by a payment to another bank. Sometimes it is arranged 
that the instructions shall be sent by airmail, in which case the re- 
mittance is known as an airmail transfer. 

STOCK EXCHANGE SECURITIES. Certain obligations of Governments 
(bonds), and of rubber, oil, mining and other industrial companies 
(bonds, stocks and shares), are saleable in the principal financial cen- 
tres of the world, and the interest coupons are often expressed to be 
apayable in one of several centres at the choice of the holder. 

Exchange control regulations restrict the sale of stock exchange 
securities abroad. A considerable part of the holdings of foreign secu- 
rities by British residents was compulsorily bought during the war by 
the Government and sold abroad to obtain foreign exchange, 
particularly in hard currency areas. Now, bearer securities must 
be deposited with a bank and transferred only to another bank, 
a stockbroker or a solicitor designated as an authorised depository. 


FOREIGN EXCHANGE TABLE FOR MARCH 20TH, 1978 



Market rates 
(day’s range) 

Market rates 
(close) 

New York 

Si 9000-91 15 

51-9035-^045 

Montreal 

S21375-1505 

$2.1390-1400 

Amsterdam 

4-14^12^ 

4-i5f-i6^ 

Brussels 

60-30-70/ 

60-40-50/ 

Copenhagen 

10-65-70^ 

10-66^7// 

Frankfurt 

3-87T^im 

3-88k-89fi« 

Lisbon 

77-50-78-50e 

77-95-78-45^ 

Madrid 

15 1 -50-' 52-40/' 

77-95-78-45^ 

Milan 

1625-33/r 

1628-29 Ir 

Oslo 

10-13-16/: 

10-14-15/: 

Paris 

8-71-84/' 

8-82I-83I/ 

Stockholm 

8-75-82/: 

8-75f-76f^ 

Tokyo 

437-477’ 

440-42^’ 

Vienna 

27-90-2 8rrA 

27’90-28*00if/l: 

Zurich 

3-62^— 66y 

3-65-66/ 



^ 1 8 Commerce: Its Theory and Practice 

THfi FOREIGN EXCHANGE TABLE 

Leading newspapers publish a Table which gives the rates (in terms 
of units io ruling in London on the previous day. Buying and 
selling prices are quoted for each currency and the Table shows the 
day’s range, i.e., the highest and lowest quotations and prices ruling 
in the market at the close of business. 


fluctuations in the exchanges 

Fluctuations in the exchanges are caused by variations in the 
demand for and the supply of the currency concerned. Changes in 
demand and supply over a short period are influenced mainly by the 
following factors: 

[a] POLITICAL FACTORS. These include general political stability, 
strength of institutions and confidence in the future. 

{b) COMMERCIAL FACTORS. These include international indebt- 
edness arising not only from the export and import of goods, 
but also in respect of various charges, e.g., freight, insurance 
and commission, incurred in respect of the movement of goods 
and of the tourist industry. 

(c) FINANCIAL FACTORS. These include movement of bankers’ funds 
from one centre to another for short periods to take advantage 
of higher interest rates {i.e., hot money that is liable to sudden 
withdrawal); the sale and purchase of stock exchange secur- 
ities; international borrowing and lending; and interest pay- 
ments by the nationals of one country to those of another. 

{d) SPECULATION, i.e., purchases or sales of foreign currencies in 
expectation of a rise or fall in their values as far as any ex- 
change control permits. 

In the long run the rates of exchange are influenced by any chan- 
ges in currency and credit conditions that cause variations in the 
price levels of the countries concerned. 

arbitrage operations 

Arbitrage operations in exchange are undertaken by dealers for the 
purpose of realising profits from differences in exchange rates ruling 
in two or more markets at the same time. For example, if there is a 
temporary divergence beUveen the rate quoted in London for francs 
and the rate quoted in Paris for sterling, it might be possible to make 
a profit by buying francs in London and selling them in Paris. Such 
an operation, where only two centres are involved, is known as simple 
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arbitrage. Where three or more centres are involved in the operation, 
the term compound arbitrage is used. 


METHODS OF ELIMINATING EXCHANGE RISKS 

It is obvious that a person who has to pay or receive at some future 
date a debt expressed in foreign currency may be involved in con- 
siderable loss if the rate of exchange moves against him in the mean- 
time. There are in general three methods by which risks of loss 
through exchange fluctuations may be avoided, namely (a) the pur- 
chase or sale oi forward exchange, (b) the use of exchange clauses, and 
(c) the opening of foreign currency accounts. 

FORWARD EXCHANGE 

The system of forward exchange is an application of the principle of 
“futures” to dealings in foreign exchange. A rate is fixed at once at 
which the foreign currency is to be sold at a future date, but no 
money passes until the contract matures. For example, a merchant in 
this country who has bought from America goods for which he will 
have to pay at the expiration of three months, can arrange for his 
banker to secure for him dollars for “forward” delivery. Similarly, an 
English exporter, who has received payment by a bill in foreign cur- 
rency due in three months’ time, can at once sell the currency “for- 
ward” to his banker at a fixed rate. 

Forward rates are quoted at a premium or discount in relation to the 
spot rate, which is the rate for immediate delivery. If forward rates 
are at a premium, it means that forward currency is dearer than spot 
currency. Thus, if the spot rate for dollars is S2-8o to the £, the for- 
ward rate might be 52-79 (a premium of i c.). Conversely, if forward 
rates are at a discount, it means that forward currency is cheaper 
than spot, so that with a spot rate as above, the forward rate might 
be 52-8 i (a discount of i c.). 


EXCHANGE CLAUSES 

An exporter who invoices his goods to the importer in his own cur- 
rency avoids the risk of exchange fluctuations, but if it is agreed that 
he is to obtain payment by drawing a bill in his own currency' it will 
be necessary to include in the bill a clause indicating the rate of 
exchange at which it is to be paid by the drawee. The following are 
the principal exchange clauses used by exporters from Britain. 

(a) Payable at the collecting Bank’s Selling Rate for Sight Drafts on 
London on Day of Payment. This clause requires the drawee to 
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pay sufficient foreign currency to the collecting banker to 
enable the latter to issue a sight draft for the face amount of 
the bill. 

{b) Payable without Loss in Exchange. This clause has practically the 
same effect as (a), but the collecting bank is compelled to 
accept any banker’s draft on London for the face amount of the 
bill, and may therefore lose the profit which he gains under (a) 
on the sale of his own draft. 

(c) Exchange as per Endorsement. This clause is used only in sterling 
bills drawn in this country, and can be inserted only by agree- 
ment between drawer and drawee. The banker negotiating a 
bill in which this clause is included converts the bill into 
foreign currency at a rate adjusted to the term of the bill,"and 
can therefore pay over the face amount to the drawer without 
any deduction for discount or other charges. The rate is endor- 
sed on the bill by the banker, who also alters the sterling 
amount of the instrument into its foreign currency equivalent 
at the adjusted rate, so that the foreign drawee will know what 
he has to pay. 

FOREIGN CURRENCY ACCOUNTS 

These accounts, maintained by a business with its bank, are ordinary 
banking accounts in which receipts on behalf of the customer are 
credited and disbursements are debited. Losses that would arise from 
the sale to the bank at current rates of the currency received and 
purchase of currency required from time to time are not, strictly 
speaking, eliminated by this method of dealing, because eventually a 
day of reckoning must come. But it is possible for a customer who has 
future commitments in a foreign currency to buy that currency now, 
subject to exchange control requirements, and leave it on his cur- 
rency account pending settlement of the debt concerned. 


EXCHANGE STABILISATION ACCOUNTS 

On the breakdown of the international gold standard in 1931, direct 
Government regulation in the field of currency and exchange became 
increasingly necessary. Various governments instituted measures for 
protecting their countries against the harmful effects of exchange 
fluctuations. 

The Exchange Equalisation Account was set up in 1932, with the 
object of providing the Treasury with funds to eliminate short-term 
fluctuations in the value of sterling. If the control wishes to prevent a 
rise in the value of sterling it buys foreign currencies {e.g., francs and 



The Foreign Exchanges 


521 


dollars) or, alternatively, it might buy gold in foreign centres. To 
prevent a fall in the value of sterling the control might sell some of its 
holdings of gold or foreign currencies. 

On the outbreak of the war in September, 1939, the bulk of the 
Bank of England’s gold holding was transferred to the Exchange Sta- 
bilisation Account, which has continued to hold virtually the entire 
gold stock of the country ever since. 

The present function of the Account is much wider than that of 
ironing out short-term fluctuations. It is part of the Exchange Con- 
trol system and is used to regulate the important exchanges and assist 
in maintaining the rates at a level consistent with Government re- 
quirements. 

EXCHANGE RESTRICTIONS AND CONTROL 

Amongst the devices used for controlling exchanges the following 
may be mentioned: 

1. EXCHANGE PEGGING, i.e., maintaining the exchange-value of the 
currency at a certain level by official purchases and sales. 

2. EXCHANGE RESTRICTIONS. These range from the mild form of prohi- 
bition of speculative dealings to an extreme form in which no trans- 
action in foreign currency is allowed without an official permit. In 
some cases all transactions have to be passed through an official in- 
stitution; in others, the controlling authority actually fixes an “offi- 
cial” rate at which all transactions must be made. 

3. BLOCKED CURRENCY. Certain countries have adopted a system 
whereby if a sum in the home currency is due to a foreign creditor, 
i.e., an exporter, it is merely credited to him in a special account — a 
“blocked” account — which can be drawn upon by him only for certain 
stipulated purposes, e.g., for the purchase of goods in the home 
country. 

4. EXCHANGE CLEARINGS. The growth of exchange restrictions so 
hampered trade between some countries that they were led to enter 
into “Exchange Clearing” agreements to mitigate the harm done to 
their foreign trade. 

Under such agreements all exchange dealings between the coun- 
tries concerned pass through central authorities (usually the central 
bank of each country) by whom receipts are offset against payments, 
and exchange dealings by private traders are obviated. 

INSURING THE TRANSFER RISK 

The possibility that an exporter may be unable to obtain pa\ment 
from abroad owing to the imposition of some restriction on the trans- 
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fer of the funds, e.g., the “blocking” of the currency, adds to the risks 
of exporting. It is possible, however, for an exporter to insure against 
this risk. 

The Export Credits Guarantee Department is willing to insure the 
“transfer- risk” for any exporters who insure the whole of their credit 
risk under the Department’s Comprehensive Guarantee. 


INTERNATIONAL EXCHANGE 

It was clear after the war that the gold standard could not be re- 
stored and that other means of settling international indebtedness 
would have to be found. At Bretton Woods, U.S.A., agreements were 
formulated in 1944 by the United Nations to provide the necessary 
framework. The basis of the proposed structure was to be a relatively 
fixed exchange rate system and an international system for supple- 
menting existing national monetary resources. It was recognised that 
creditor countries as well as debtors were under an obligation to 
restore and maintain balance of payments equilibrium and that mul- 
tilateral trade and free currency convertibility .were indispensable. It 
I was agreed that to achieve international monetary co-operation a 
permanent body should be set up and non-monetary agencies used to 
correct employment and trade disturbances. An international invest- 
' ment bank was also considered necessary. 

These were the principles behind the International Monetary 
Fund (I.M.F.) and the International Bank for Reconstruction and 
Development, i.e., the World Bank. Both institutions began operating 
in 1947. In 1977, the I.M.F. had 131 members. 

INTERNATIONAL MONETARY FUND. A fund was Set up composed of gold 
and the currencies of the member nations, so that members could 
obtain from the Fund, in exchange for their own currencies, re- 
stricted amounts of such foreign currencies as they needed to meet 
legitimate trade balances. The size of the Fund was initially fixed at 
8,800 million U.S. dollars, subscribed by members in accordance 
with a schedule of quotas, each member being required to pay its 
quota partly in gold or U.S. dollars, and partly in its own currency. 
On several occasions the quotas have been increased. 

The size of each member’s quota determines: (i) its contribution 
to the Fund; (2) the amount of foreign exchange it can acquire from 
the Fund; and (3) its voting power as regards the administration of 
the Fund. 

The Par Value of each member’s currency was declared in the 
autumn of 1946. Members were required to maintain the agreed par- 
ities within a range of i per cent on either side; the band of 2 per 
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cent has since been extended to 4-5 per cent, following the Smith- 
sonian Agreement of 1971. See the: International Monetary Fund Act 1979. 

Purchasing Rights. Each member may in any twelve months purchase 
from the Fund in exchange for an equivalent amount of its own cur- 
rency foreign exchange not exceeding 25 per cent of its own quota, 
but 200 per cent of a member’s quota is the maximum amount of any 
member’s currency that the Fund may hold at one time. It would, 
therefore, take a debtor country four years to exhaust its excess draw- 
ing rights. 

Continued drawing on the Fund by one State indicates that such a 
State is importing too much relative to its exports, and also that 
another State (or States) is importing too little relative to its exports. 
To adjust the situation international action is necessary. The Fund 
has no power to compel creditor nations to accept gooiF in payment 
for exports, but, if excessive exporting continued, the Fund would 
eventually be faced with a shortage of the currency of the exporting 
State. The Fund in such circumstances can (i) inform members of 
the situation and investigate the causes; and (2) propose that the 
exporting member lend its currency to the Fund, or, alternatively, 
arrange to buy the scarce currency from the exporting State for gold. 
If these or other measures fail, the Fund can declare the member’s 
currency “scarce” and ration its supply according to the needs of 
other members. Members may introduce control over their foreign 
exchange operations relating to scarce currencies. 

Special Drawing Rights. A major post-war problem has been the shor- 
tage of foreign exchange resources with which to finance the growing 
volume of international trade. The production of gold has not kept 
pace with the monetary demand for it while the industrial demand 
has been rising steadily. The increases in the quotas of members of 
the International Monetary Fund have failed to solve the problem 
while the growing dependence on the U.S. dollar and the pound 
sterling as the main reserve currencies put undue pressure on those 
currencies. 

In July 1969 a new form of credit was created — Special Drawing 
Rights — whereby members of the Fund can settle debts between them- 
selves by drafts on a fund created by the Fund. The allocation of 
these rights was based on members’ quotas with the Fund. 

In January, 1976, the I.M.F.’s Interim Committee reached agree- 
ment on a number of recommendations concerning a revision of the 
Fund’s Articles of Agreement. Provision is now made for a likely 
return to a par value system, but, in the meantime, members are 
permitted to operate individual exchange arrangement under the 
general super\'ision of I.M.F. The status of gold is reduced b\ the 
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abolition of the official. gold price. The gold holdings of the Fund are 
to be gradually reduced. One-sixth of the holdings will be returned to 
members and one-sixth will be auctioned, the proceeds to be used so 
as to finance a trust fund which will assist the poorest of the develop- 
ing countries. 

I.M.F. is controlled by a Board of Governors on which all mem- 
bers are represented. In practice a smaller Executive Board of 20 
members controls the Fund’s activities. The Executive Board com- 
prises 5 appointed directors nominated by the 5 members with the 
largest quotas — France, Japan, U.K., U.S.A. and Germany — and 
elected directors nominated by groups of member states. The Fund’s 
managing director is appointed by the Executive Board; he acts also 
as chief of the international staff. The Board of Governors meets only 
once a year; except for matters such as quota changes and admission 
of new members, most of its powers have been delegated to the 
Executive Board. 

INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT 

The function of the Bank is to assist and encourage long-term inter- 
national investment through established channels by participating in 
the development of productive enterprises which could not otherwise 
be financed on reasonable terms. This is done mainly (i) by guar- 
anteeing private investment abroad; (2) by direct lending; and (3) by 
participation, with private investors, in foreign lending. 

The Bank is not intended to finance schemes that do not constitute 
a reasonable business risk, or grant loans which can be obtained in 
the private capital market on reasonable terms. The Bank’s advances 
other than to Governments {e.g., to local government or commercial 
undertakings) can be made only if the borrower’s Government guar- 
antees payment of interest and repayment of capital. 

Since its inception the Bank has made 1,452 loans totalling 
38,610,400,000 U.S. dollars. 

EXCHANGE CONTROL IN BRITAIN 

In Britain, all foreign exchange acquired by the general public has to 
be surrendered to an authorised dealer against payment in sterling. 
The commercial banks act for the Treasury and the Bank of England 
in carrying out the routine work of exchange control. The aim of 
exchange control policy is the general regulation of the manner in 
which investment outside the Scheduled Territorities (see below) is 
financed. As a result official exchange is made available only for 
those projects which appear to confer a continuing benefit to the 
U.K.’s balance of payments. 
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Exchange Control Act 1947: By this Act; 

(1) Dealings in gold and foreign exchange are restricted to auth- 
orised dealers (mainly banks) to whom all gold and foreign ex- 
change must be sold. The dealers are in turn obliged to sell to 
and buy from the Exchange Equalisation Account, but are allow- 
ed a certain latitude in “marrying” daily transactions. By this 
canalisation of supply and demand, official rates are maintained 
and a central supply of exchange is assured. 

(2) Payments to persons outside the Sterling Area (see below) re- 
quire Treasury permission, though most classes of business may 
be handled by the banks with minimum formality. 

(3) Strict control is exercised over (a) the issue and transfer of secur- 
ities involving non-residents; {b) foreign securities and bearer 
shares (which must be lodged with a bank or other approved 
depositary); and (r) the import and export of notes and coins. 

(4) Obligations are imposed on exporters to ensure the prompt re- 
mittance to Britain of foreign exchange arising from exports. In 
practice, payment for goods exported should be received in 
foreign currency (or in sterling from a non-resident source) 
usually within six months of export unless the goods are covered 
by an approved export credit arrangement. 

The Sterling Area (referred to in the Act as the “Scheduled Ter- 
ritories”) now consists of the United Kingdom, the Isle of Man, the 
Channel Islands, the Irish Republic and Gibraltar. 

E.E.C. AND CURRENCY STABILISATION 

The concept of a single currency for the nine E.E.C. Member States 
(Belgium, Denmark, France, Germany, Ireland, Italy, Luxembourg, 
The Netherlands, U.K.) has found expression in a number of policy 
declarations of E.E.C. leaders. Moves towards the realisation of that 
concept have found expression in a drive towards currency stabilisa- 
tion within the Community. Thus, attempts were made in the early 
1970S to stabilise currencies in terms of exchange rates within a band 
of 2-25 per cent. The phrase “snake in the tunnel” was used to refer 
to the E.E.C. currencies contained within this band (“the snake”) 
moving within the broader I.M.F. band (“the tunnel”). The arran- 
gement became ineffective after April, i973- Monetaiy' union of 
E.E.C. states remains fundamental Community policy; at the centre 
of plans for such a union would be the European Monetary' Co- 
operation Fund. 

The European unit of account (E.U.C.), which is now used in 
most areas of Community activity, e.xcept the common agricultural 
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policy and Uic operations of the Monetary Co-operation Fund, is 
designed to reflect day-to-day fluctuations on foreign exchange mar- 
kets. It is a “basket” unit of account made up from a number of 
different national currencies. Thus, in May, 1978, the value of one 
E.U.C. was the sum of the values of: 3-66 Belgian francs, 0-14 
Luxembourg francs, 0-828 German marks, 0-286 Dutch guilder, 
0-0885 £ sterling, 0-217 Danish krone, 1-15 French francs, 109 
Italian lire and 0-00759 Irish pounds. The value of the E.U.C. in a 
national currency will move in line with a weighted average of ex- 
change rates in all the currencies in the “basket”, that is, it will 
mirror the aggregate movement in those currencies. The value of the 
E.U.C. in the currencies of Member States will be determined daily 
by the Commission of the E.E.C. on the basis of official rates notified 
by the central banks of those states. Rates for the value of the E.U.C. 
in various national currencies are published daily in the Official Jour- 
nal of the European Communities. 

EUROCURRENCY 

The significance of dealings in the Eurocurrency markets was out- 
lined in Chapter 38. Depositors of Eurocurrency with London banks 
may earn a special rate of interest known as LIBOR {London Inter- 
bank Offered Rate). The banks lend these deposits at 1-2 per cent 
above the rate paid to their depositors. There has been some criticism 
of these dealings as a source of intensified speculation on the foreign 
exchange markets. It has been suggested, however, that, since the 
Eurocurrency market is relatively free from control and, there- 
fore, approximates to the conditions of a free market reflecting the 
true nature of demand and supply, it performs a useful function by 
giving indications of the real value of currencies in terms of one an- 
other — indications that may be more accurate than those given by the 
rates published by controlled foreign exchange markets. 
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